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\Ve interrupted our schedule this 
month to bring our readers papers 
presented at the Second Annual West 
Virginia Tax Institute. They appear 
in a special section in this issue begin- 





ning at page 557. 

It has been some time since we have | 
published anything on the tax problems 
in the coal industry. Many readers will | 
therefore welcome “Depreciation of 
Capital Goods in the Coal Mining 
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Acq. and Non-acq. 


Still More Tax Savings 
SIR: 


If Mr. Trafton’s (“Partnership Account- 
ing Periods,” Taxes, May, 1951) Dr. Ray- 


Monthly income (annual $80,000) 


Tax, assuming 1951 rates: 
Partnership first year (January 1, 1951- 
February 28, 1951) 
1951 


Partnership first year (June 1, 1951- 
January 31, 1952) 


Before closing let me congratulate Mr. 
Trafton on a fine article. 
RoBert BLUMENTHAL 
REDLANDS, CALIFORNIA 


Tax Exemptions B. C. 
Sir: 


Priests and their assistants were allowed 
special dispensation from taxes in 538 B. C. 


It was about that time that Belshazzar, 
the wicked king of Babylon, held a great 
feast to which he invited a thousand of 
his lords and ladies. At the height of the 
feast he commanded that the vessels of the 
temple which Nebuchadnezzar had looted 
from Jerusalem be brought. They drank 
and ate from these holy vessels. Then the 





1 Widower, no dependents. 
2 Married, no dependents. 
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mond had continued as sole proprietor until 
May 31 (paying Dr. Baldwin a salary of 
twenty-five per cent of net income) and 
then formed a partnership that closed its 
books the next January 31, the saving 
would have been greater. 


Combined Dr. Raymond * 
$ 6,666.67 $ 5,000.00 


Dr. Baldwin? 
$1,666.67 


$ 2,456.00 
37,652.00 


$40,108.00 


$ 2,096.00 
33,120.00 


$35,216.00 


$ 360.00 
4,532.00 


$4,892.00 


$10,512.00 
17,431.34 


$27,943.34 
$12,164.66 


$ 9,206.00 
15,370.00 


$24,576.00 
$10,640.00 


$1,306.00 
2,061.34 


$3,367.34 
$1,524.66 


handwriting appeared on the wall: “Mene, 
Mene, Tekel, Upharsin.” Mene—the days 
of your kingdom are numbered; Tekel— 
you have been weighed in the balances and 
found wanting; Upharsin—your kingdom 
is divided among the Medes and the 
Persians. 


After the Medes and Persians conquered 
Babylon, “Darius the king made a decree, 
and search was made in the house of the 
rolls where the treasures were laid up in 
Babylon. And there was found at Achmetha, 
in the palace that is in the province of the 
Medes, a roll, and therein was a record thus 
written: In the first year of Cyrus the king 
the same Cyrus the king made a decree con- 
cerning the house of God at Jerusalem. Let 

(Continued on page 537) 
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Tax=-Wise 


Taxes... 
Tax People... 
Things Taxed... 


We Asked: Should a Ceiling Be Placed on the Federal Government's 


Power to Tax in Peacetime? 


Frank E. Packard, executive vice presi- 
dent, Western Tax Council, Inc., states 
the affirmative. 


Stanley H. Ruttenberg, director, Depart- 
ment of Education and Research, Con- 
gress of Industrial Organizations, states 
the negative—beginning at page 518. 


John R. Foley, attorney, Woll, Glenn 
& Thatcher, Washington, D. C., general 
counsel for the American Federation of 


Labor, supports the negative—at page 
539. 


John M. Maguire, Royall Professor of 
Law, Harvard Law School, at page 539 


The Affirmative 


kK EW PEOPLE have ever done anything 
about taxes except complain. The rea- 
son for that is that they feel pretty hopeless 
when they face the vast governmental ma- 
chinery which levies and spends the tax 
income. Yet twelve years ago, a group of 
men met here in Chicago and decided that 
something definite, concrete and specific 
must be done about our federal tax situa- 
tion, and the time to begin was: at that 
moment in 1939. The movement to limit 
federal income taxes by constitutional amend- 
ment was launched then and there by the 
little group. The whole project was called 
visionary, idealistic, impractical, unrealizable— 
yet today we are within sight of our goal. 
To understand the legal difficulties . of 
limiting income taxes by constitutional 
amendment, we might recall the fact that the 
Constitution (in Article V) provides two 
methods of proposing amendments: first, 
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urges using political persuasion rather 
than constitutional restraint. 


Erwin N. Griswold, dean, Law School 
of Harvard University, advises against the 
adoption of the amendment, beginning 
at page 540. 


Thomas N. Tarleau, attorney, Willkie, 
Owen, Farr, Gallagher & Walton, New 
York, is not in favor of the proposed 
amendment. Page 540. 


Robert S$. Holzman, adjunct professor, 
New York University Graduate School of 
Business Administration, thinks such a tax 
system as the amendment would bring 
about would be unfair—at page 540. 


by two-thirds majorities of both branches 
of Congress, or second, by two thirds (thirty- 
two) of the state legislatures. Whichever 
route is taken, if successful, the proposed 
amendment is then submitted to the forty- 
eight state legislatures again, and if ratified 
by three fourths (thirty-six) of the states, 
the amendment becomes part of the Consti- 
tution. 

The first of these methods was tried in 
1936 when a joint resolution was introduced 
in the House and Senate providing for a 
constitutional amendment limiting taxes to 
25 per cent of income. 


Needless to say, the congressional resolu- 
tion got nowhere. Accordingly, a group 
of citizens gathered together early in Janu- 
ary, 1939, and organized the Western Tax 
Council to persuade the legislatures of the 
various states to pass state resolutions 
memorializing Congress to amend the Con- 
stitution limiting federal taxes to 25 per 
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MEETINGS OF TAX MEN_____ 


Practising Law Institute—The Tenth 
Annual Summer Session of the Practising 
Law Institute will begin July 9 in New 
York City. Each of the eight courses 
comprising the program consists of twenty- 
eight lecture hours, beginning Monday 
morning and closing Friday noon. Ses- 
sions will be held from 9 a. m. to 4:30 
p. m. 

This year’s program has been planned 
in the light of the many important changes 
in our economy resulting from the na- 
tional mobilization program. A special 
course is devoted entirely to the new 
problems of the defense economy. A new 
program on excess profits and other tax 
problems will be of particular interest. 

Inquiries may be addressed to Practis- 
ing Law Institute, 57 William Street, 
New York 5, New York. 


University of Michigan.—The Fourth 
Annual Summer Institute sponsored by 
the Michigan Law School was held in 
Ann Arbor June 25-28. The 1951 institute 
centered on the general subject, “Taxa- 
tion of Business Enterprise.” 


cent of income. If two thirds of the states, 
or thirty-two in number, were to pass such 
resolutions, then according to the Constitu- 
tion, Congress must submit such a constitu- 
tional amendment to the forty-eight states 
for ratification. 


At the date of this writing, twenty-five 
states have passed such a resolution, leaving 
only seven more to make the magic number 
of thirty-two states required to force Con- 
gress to submit such a constitutional amend- 
ment to the forty-eight states for ratification. 


The first state approached with persuasion 
and educational literature was the great 
western state of Wyoming. This was in 
1939. Happily, Wyoming passed the reso- 
lution that year, and the campaign then 


began in earnest. The last state to pass 
our resolution was Utah on June 15 of this 
year. The twenty-five states having passed 
such a resolution are: Wyoming, Rhode 
Island, Mississippi, Iowa, Maine, Massachu- 
setts, Michigan, Indiana, Arkansas, Dela- 
ware, Pennsylvania, Texas, Illinois, Wisconsin, 
Alabama, Kentucky, New Jersey, New 
Hampshire, Nebraska, Louisiana, Montana, 
Nevada, Utah, Kansas and Florida. 
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Over the years the mail at the Western 
Tax Council office grows heavier, although 
four types of letters still predominate. 


There is the letter which, with infinite 
variations, calls our project “visionary” and 
argues that it will take forever. Whether 
the project is visionary, is a moot point; 
that it will take forever, is more readily 
answered. We have persuaded twenty-five 
states in twelve years. Suppose the project 
does take another few years? Without such 
a persistent movement, no progress towards 
limiting taxation will ever get on the books. 
However, now that we have twenty-five states, 
we may expect to see the whole project 
move more swiftly. 


There is the second type of letter which 
argues that limiting federal taxes to 25 per 
cent of income is a means of shifting the 
tax burden from the rich to the poor. But 
while tax limitation may help some rich 
men, they are not our major concern. We 
are interested in helping all business and all 
employees by making it possible for business 
to operate profitably and create more jobs. 


Most economists know that high personal 
taxes influence the direction of investment. 
When personal taxes are high, few people 
want to risk investing in new industries, 
new businesses, new production, new em- 
ployment or new sales, because if these 
investments do pay off, Uncle Sam _ will 
take most of the income. As a result of 
present-day high taxes, money flows into 
government bonds where there is no risk, 
or into high-grade bonds or the seasoned 
securities of the very big corporations, 
where there is very little risk, or into specu- 
lative securities for a fast capital gain. 


In the meantime, small and medium-size 
businesses, seeking a chance to expand, to 
employ more people, to produce and sell 
more, find they can’t attract capital because 
of the tax laws, and with taxes so high, 
there isn’t much of their own profits they 
can retain for expansion purposes. 


This situation accounts for all the latter- 
day pressure to set up special governmental 
bodies to lend money to smaller business. 
If the truth were known, a reduction in in- 
come taxes would do more for smaller busi- 
ness than all the highfalutin’ schemes for 
government aid. 


Again, most corporate income tax levies 
are handed on to consumers in the form of 
higher prices. These hidden taxes, in addi- 
tion to excise taxes, tobacco taxes, retail 
sales taxes, gasoline taxes, liquor taxes and 
property taxes, cost the average family about 
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$700 a year, according to the best estimates. 
Of that sum, about $300 is due to the cor- 
porate income tax burden which is loaded on 
to prices of all manufactured goods. 


Some economists do not believe that all 
business taxes, especially the corporation 
income tax, come out of the consumers’ 
pocket. But the evidence is impressive. 
G. Sidney Houston, Minnesota banker, writ- 
ing in the Annals of the American Academy 
of Political and Social Science, November 
1949, points out that in the three prosperous 
years 1927-1929, net income after taxes of 
corporations which reported a profit amounted 
to 7.45 per cent of gross income. By 1946 
there had been a three-and-a-half-fold jump 
in corporation income tax rates; hundreds 
of other business taxes have also been 
boosted. Yet in that year, despite price 
controls, profits after taxes were 6.89 per 
cent of gross income. “It seems rather 
clear,’ says Houston, “that corporations 
did everything in their power to pass on 
to their customers practically all tax in- 
creases.” 


Carrying Houston’s researches forward to 


the present, we find the National City © 


Bank of New York, in its Monthly Letter 
of November, 1950, reporting on the net 
income of 1,500 leading manufacturing con- 
cerns. According to the bank’s tabulation, 
net income of these corporations averaged 
11.1 per cent after taxes in the years 1926- 
1929. Yet despite the fourfold jump in taxes 
by 1949, in the period 1946-1949, net income 
after taxes averaged 15.5 per cent. 


Evidently, the corporations continued to 
do everything in their power to pass on to 
their customers all tax increases. That is 
because business corporations are actually 
tax collectors, not taxpayers. Anyone who 
has ever operated a business knows that 
taxes are part of the cost of doing business, 
and as such become part of the price at 
which the goods or services are sold. 


A ceiling on federal income taxes would 
therefore lead to lower prices and greatly 
decrease the average family’s hidden tax 
burden. 


Lower Rates, Higher Yields 


The third type of objection which regu- 
larly arrives in the mail is the complaint 
that limiting federal tax rates to 25 per 
cent would cripple federal operations. How- 
ever, reduction of tax rates does not neces- 
sarily mean lower tax income to the federal 
government. The record reveals that higher 
tax yields often go hand in hand with 
lower tax rates. 
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In 1926, for example, the maximum rate 
of tax on individual income was reduced 
from 46 per cent to 25 per cent, and in 1929, 
it was further reduced to 24 per cent. Taxes 
paid by individuals for each of the years 
1927, 1928 and 1929, under the reduced 
rates, were greater than the total for 1924, 
when higher rates prevailed. Moreover, 
we foregave foreign nations billions of dol- 
lars of their indebtedness to us and during 
that period the corporation income tax was 
at a flat rate of 10 per cent. 


These reductions were also coupled with 
increased tax exemptions which, for the 
married taxpayer during this period, went 
from $2,000 to $2,500 to $3,500. Still the tax 
yield to the federal government went up during 
this period and the federal debt went down. 


The paradox of higher tax yields on 
lower tax rates is not hard to explain.’ A tax 
system which permits less money to be used 
for industry and trade, and more to be taken 
for government purposes, cuts down the 
amount of productive labor we employ and, 
in the long run, cuts down the tax yield. 


On the other hand, a tax system which 
permits more money to be used in producing 
goods and services by business and farmers, 
which permits more capital for employment, 
for purchase of machinery and for expansion 
and sales—even with a smaller tax rate, 
such a system would give more tax yield 
than a higher tax rate on fewer people in- 
vesting their money in high-grade bonds 
or even tax-exempt securities. 


That moderate tax rates are productive of 
more revenue in ordinary (nonwar) times 
than higher rates, is a conclusion directly 
derived from the Treasury's experience in 
the 1920’s. 


On the other hand, no reasonable man 
assumes that (for example) a 33% per cent 
cut in income tax rates all the way down the 
line would have no effect whatsoever on 
federal revenues. It will not, however, lead 
to a 33%4 per cent cut in income tax rev- 
enues. More money left in hands of con- 
sumers to spend on consumer goods and 
consumer durables should eventuate in more 
employment, more people paying income 
taxes, more income from other federal tax 
levies (cigarettes, gasoline, excises, etc.). 
The result may be only a 15 per cent loss 
in federal revenues. 


In our very cautious estimates of the 
effect of our proposal upon federal revenues, 
a group of our economists have taken the 
last peacetime fiscal year and made esti- 
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mates on how the federal income would be 
affected by a 25 per cent ceiling on income 
taxes, with all other lower income taxes 
cut in proportion. 


Before the Korean situation, in the fiscal 
year 1950, federal revenues from all sources 
were in the neighborhood of $40 billion. 
Corporate and individual income taxes ac- 
counted for approximately $29 billion of 
the total revenues. A tax ceiling of 25 per 
cent, plus the scaling down of all other in- 
come taxes in proportion, it is estimated will 
decrease federal revenues by $6.25 billion, 
leaving our government a mere $33.75 bil- 
lion on which to live. Since the 25 per cent 
limitation applies only in time of peace, the 
question then becomes: Is $33.75 billion suf- 
ficient for all the peacetime purposes of the 
federal government, without throwing any 
burden on the states? 


The Hoover Commission, in 1949, citing 
the federal $38 billion budget of that year, 
reported that from $3 to $5 billion could be 
saved by governmental reorganization alone. 
In December of 1949, Senator Byrd of Vir- 
ginia, Chairman of the Joint Committee on 
Reduction of Non-essential Federal Expend- 
itures, made public a report showing’ how 
the fiscal 1951 budget could be pared by 
some $7 billion by lopping off nonessential 
expenditures. In January, 1950, Senator 
Paul H. Douglas of Illinois outlined nine 
specific ways of ‘cutting $4.5 billion out of 
the budget without harming any essential 
services. 


Nothing was done on either senatorial 
recommendation, mainly because where 
there is no will, there is no way. Since the 
administration was not interested in cutting 
nonessential expenditures, nothing was done 
towards cutting taxes. But had the recom- 
mendations of either senator been followed, 
the federal government could easily have 
lived within a $33.75 billion income for 
peacetime purposes. 


It's a Peacetime Proposal 


Within the past year, as during 1942-46, 
we have received many letters asking us 
whether our proposal would cripple the 
war effort, since it would cut into federal 


revenues. In our replies we always make 
clear that the 25 per cent ceiling would not 
hold in time of war. Section 4 of the resolu- 
tion as passed by the twenty-five states says: 


“The limitations upon the rates of said 
taxes contained in Sections 2 and 3 shall, 
however, be subject to the qualification that 
in the event of a war in which the United 


States is engaged, creating a grave national 
emergency requiring such action to avoid 
national disaster, the Congress by a vote 
of three-fourths of each House may for a 
period not exceeding one year increase 
beyond the limits above prescribed the max- 
imum rate of any such tax upon income 

[and] while the United States is 
actively engaged in such war, to repeat such 
action as often as such emergency may 
require.” 

In short, by a three-fourths vote annually, 
Congress can declare we are at war and set 
aside the tax limit. It must be noticed that 
the vote must be taken every year, and 
presidential fiat has nothing to do with this 
declaration. -All of which means that in the 
fiscal years 1947, 1948, 1949 and 1950, the 
tax ceiling could have been in effect, if this 
amendment had been on the books. Today, 
being at war, Congress undoubtedly would 
have set the tax ceiling aside. 

The road ahead is still long, but with 
twenty-five states already accepting the idea 
of limiting federal taxation, seven more 
states do not appear to be too difficult. 
Once, however, two thirds (thirty-two) of 
the states have memorialized Congress, and 
Congress in turn has submitted a constitu- 
tional amendment to the forty-eight states 
for ratification, we will face the last ram- 
parts. At the time we will need ratification 
by three quarters, or thirty-six, of the forty- 
eight states. Some of us believe that the 
entire project including final ratification 
can be accomplished by the end of 1955. 
That, at least, is the aim of the Western 
Tax Council. 


The Negative 


Views of Stanley H. Ruttenberg on pro- 
posed constitutional amendment to limit 
federal taxation to 25 per cent. 


HE PROPOSAL to limit the federal 

government’s taxing power to 25 per 
cent on individuals, corporations and estates 
by constitutional amendment fails to recog- 
nize the scope, extent, size and responsi- 
bility of our federal government. Certain 
states are now attempting to memorialize 
Congress to present a constitutional amend- 
ment for state ratification. It is inconceiv- 
able to me that such an amendment can be 
justified from any point of view. 


A look at the broad aspects of the present 
federal budget would indicate that a limita- 


tion of 25 per cent would doom our military 
program. 
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It has been estimated by the President 
that the budget for fiscal 1952 would be 
$75 billion. Almost $52 billion of this bud- 
get will be spent for military aid for our- 
selves and our allies. It is contemplated that 
in future years we will be spending upward 
of $65 billion a year and maybe even more. If 
full-scale war does not develop, it is con- 
ceivable that the present state of semi- 
emergency will necessitate that the present 
level of military. expenditures should be 
continued for a period of five to ten years. 


If the proposed constitutional amendment 
becomes effective now, it is estimated that it 
would reduce anticipated revenues for fiscal 
1952 by some $15 billion. The $72 billion 
budget for next year will be, according to 
present estimates, out of balance by some 
$10 billion, more or less. I think it can be 
assumed that there will be, proportionately, 
deficits in coming years if this semihot war 
continues and does not blossom out into full- 
scale war. If a full, all-out war does develop, 
of course, the deficits will be even larger. 


The $15 billion reduction in revenue that 
would result from the adoption of this 
amendment would reduce the level of re- 
ceipts of the federal government to some 
$40 billion. This is not enough even to pay 
the cost of the domestic military service 
program for 1952, to say nothing of the con- 
templated expenditures for foreign military 
assistance, economic assistance abroad, in- 
terest on the federal debt, federal grants- 
in-aid and the normal day-to-day operations 
of the federal government. In other words, 
if this proposal were placed into effect, and 
if we were to continue the contemplated 
budget expenditures for next year, there 
would be a deficit of over $30 billion. How 
can anyone, contemplating the present size 
of the federal debt or the inflationary as- 
pects of an unbalanced budget, even conceive 
of supporting a proposal which would 
limit the federal government’s taxing powers? 


So much for the immediate hard facts 
relating to the adoption of this unrealistic 
proposal. I would like now to examine in 
part the origin of this proposal. What 
individuals or organizations originated the 
suggestion? What are their motives? Are 
they consistent with our free democratic 
traditions of sound government? 


One of the originators of this proposal 
is the Committee for Constitutional Govern- 
ment. The Public Lobbying Committee of 
the House of Representatives has been car- 
rying on an investigation of the activities 
of the Committee for Constitutional Gov- 
ernment. Its executive secretary has re- 
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cently been cited for contempt by the 
federal Congress and later convicted for 
failure to produce records of contributions 
made to the committee for its work. 

The Committee for Constitutional Gov- 
ernment recently published a pamphlet writ- 
ten by Professor Harley L. Lutz, tax expert 
for the National Association of Manufac- 
turers. This is what Mr. Lutz has to say 
about our federal tax system in this pam- 
phlet which the CCG widely distributed: 


“When a future Edward Gibbon writes 
a history of the decline and fall of the Amer- 
ican Republic, the date he will use to mark 
the beginning of the decline will be March 
1, 1913. On that date the people sanctioned 
federal taxation of income.” 


This statement, it seems to me, is com- 
pletely self-explanatory. It represents not 
only Mr. Lutz’s point of view, but the point 
of view of the Committee for Constitutional 
Government. It is this committee which 
is the main sponsor of the proposed con- 
stitutional amendment. 


The announced purposes of support of the 


‘constitutional amendment are more easily 


understood in the light of the motives be- 
hind the suggestion. These motives are 
made very clear in the pamphlet referred 
to above and are made even clearer by 
examining what the organization has stood 
for over a period of years. 


The Committee for Constitutional Gov- 
ernment opposed virtually every policy of 
the Roosevelt Administration. It opposed 
aid to the western democracies during the 
period of the Hitler-Stalin Pact. It opposed 
lend-lease. It was unfavorable toward ade- 
quate preparedness. It was opposed to the 
wage-hour law, and taxes on surplus profits 
and capital gains. I call these facts to the 
attention of the reader not because I con- 
sider them to be the sole justification for 
opposing the suggested constitutional amend- 
ment, but because I think it is well to first 
consider the source from which the amend- 
ment rises. 


There are many sound economic, political 
and social arguments to justify opposition 
to this unrealistic proposal that can be and 
should be considered, aside from its spon- 
sorship. I should like to review some of 
these arguments, which I consider funda- 
mental reasons for overwhelmingly oppos- 
ing the suggested constitutional amendment. 


Going Backwards 


1. The adoption of the amendment would 
mean a return to the concept of regressive 
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taxation. It was during that period in our 
history when the incidence of taxation bore 
most heavily upon those least able to pay. 
It was not until much later that we came to 
use a more progressive tax base. The enact- 
ment of the constitutional amendment per- 
mitting the taxation of income was a step in 
the direction of progressivity and a step 
away from the regressive character of the 
tax programs of the Eighteenth and Nine- 
teenth Centuries. A return to these regres- 
sive concepts would require that we cut 
corporation tax rates to their pre-World 
War II levels and rates on individual in- 
comes and estates would be returned to those 
of the 1920’s. In effect, the maximum of 25 
per cent on incomes, estates and corpora- 
tions would really become the minimum rate 
because of the necessity to raise considerable 
amounts of federal revenue. 


When the maximum and minimum be- 
come the same, we have an overwhelmingly 
regressive system of taxation which obvi- 
ously bears most heavily upon those least 
able to pay and permits those more fortu- 
nate taxpayers to shirk their tax responsi- 
bilities. 


New Types of Taxes 
Would Be Needed 


2. The adoption of this proposal would 
of necessity require that supplementary 
sources be found from which additional rev- 
enue could be raised. Obviously, if we were 
to reduce receipts in the fiscal year 1952 to 
the $40 billion level contemplated by this 
proposal, we would have to raise a consid- 
erable amount of revenue to prevent large- 
scale deficits. After a reduction in expendi- 
tures and elimination of waste and inefficiency, 
the budget would still be quite large and 
revenue would still be inadequate to permit 
a balanced budget. Other sources of revenue 
would have to be tapped. 


What are the major sources of additional 
revenue? Excise or sales taxes and reduc- 
tion of personal individual income tax 
exemptions are two main ones. 


It has been estimated that in order to 
raise the $15: billion or more that would 
be lost as a result of this proposal, it would 
require the adoption of at least a 10 per 
cent general sales tax. Such a tax, without 
question, is borne in inverse proportion to 
income. No one can challenge the basic 
fact that a sales tax or a large-scale excise 
tax takes a larger proportion of the income 
of low-income individuals than of high-in- 
come people. It is an exceedingly regressive 
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tax, a tax which should be abhorrent to pro- 
ponents of a sound fiscal and tax policy, 


Another source from which some of the 
loss could be made up would be a reduction 
in the present income tax exemptions. This 
again is a regressive step, bearing most 
heavily upon those least able to pay. But 
this is what the original sponsors of the con- 
stitutional amendment wish to accomplish. 
Note specifically the reference made above 
to the statement of Professor Lutz on indi- 
vidual income taxes. 


3. The adoption of this proposal would 
curtail necessary government expenditures 
for highways, agriculture and social security. 
It would prevent the extension of the fed- 
eral government’s activity into new and nec- 
essary fields, such as education, maintenance 
of hospitals and public health programs. It 
would require the curtailment of many ex- 
penditures in the form of grants-in-aid to 
states. It would thus require the states to 
absorb a greater proportion of activities in 
these fields than they can afford to bear. It 
would doom those poor states in our econ- 
omy to a continued inferior status while requir- 
ing the wealthy states to absorb populations 
migrating from the states offering fewer edu- 
cational opportunities, less social security 
assistance. ° 

One thing which the New Deal era brought 
to the economy was the recognition of the 
federal government’s responsibility in these 
fields of social security, agriculture, roads 
and public health. There are additional 
areas which require the federal government's 
assistance, such as aid to medical schools, 
aid to hospitals and aid to education, which 
could not in any way be undertaken if the 
revenue of the federal government were to 
be governed by a 25 per cent limitation 
on the taxing power. 


Increases State Taxes 


4. One motivation for the adoption of 
this proposal seems to be that it would 
enable the states to have a larger base from 
which they could raise revenue. It would 
open the field of income from estates and 
corporations to greater state taxation. But 
this is only superficially true. As grants- 
in-aid to states are curtailed, the states 
must absorb some of these expenditures, 
thus increasing the level of their budgets. 
At the present time, however, these states 
are having considerable difficulty in raising 
sufficient revenue to balance their own bud- 

(Continued on page 537) 
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The House 
Gives Quick O. K. to Tax Bill . . . 


Senate Has Other Business 


Washington Tax Talk 


Congress 


The Revenue Bill of 1951 was introduced 
in the House on June 15. It was reported 
out of the Ways and Means Committee with- 
out change on June 18. Debates in the House 
took place June 21 and 22 and the bill was 
passed and sent to the Senate. For the most 
part, it merely raises rates or makes minor 
adjustments in credits which will raise the 
taxpayer’s bill. The $7.2 billion it is ex- 
pected to bring in, however, is far short of 
the $16 billion originally requested. 


If Senator George means what he says, 
the bill is not going through the hands of 
the Senators like a county fair greased pig. 
The House imposed a gag rule. Some sena- 
tors want, first, to consider appropriation 
bills and look for savings before voting for 
increased taxes. The head of the Finance 
Committee talks hopefully of cutting ex- 
penditures by $6 billion. Such action might 
make new taxes unnecessary. 


Here are highlights of the bill as it now 
stands. 


The normal tax on corporations goes to 
30 per cent as of January 1, 1951. The maxi- 
mum of $25,000 in excess profits tax credit 
to be allowed to a group of controlled cor- 
porations could, at the election of the tax- 
payer, be applied to any one corporation in 
the group. Controlled corporations for this 
purpose as well as for the purpose of the 
single $25,000 surtax exemption would be 
those having common ownership. 

The increase in tax on corporate capital 
gains will be 4 per cent for 1951 and 12% 
per cent for subsequent years. 

Withholding at 20 per cent will be re- 
quired on payments of dividends, royalties 
and most payments of interest to individuals 
after December 31, 1951, but payors will 
not be required to keep records of amounts 
withheld for each individual or to submit 
receipts to individuals. 


Only payments of dividends and interest 
of $300 or more where withholding has been 
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applied are to be reported on Form 1099. 
Patronage refunds paid by cooperatives are 
not subject to withholding. 


Withholding increases from 18 per cent 


to 20 per cent on wages paid after September 
1, 1951. 


Effective January 1, 1951, the gain on sales 
of residences will be recognized only to the 
extent that the proceeds exceed the cost of 
a new residence purchased within one year 
before or after the sale of the old residence. 
The new residence is to take the same basis 


‘as the old residence. 


Heads of households are not to be treated 
as single persons. “Head of household” 
would be defined as an unmarried individual 
maintaining, as his home, a household which 
has as a member an unmarried son, daugh- 
ter or grandchild. If such persons are 
married, the taxpayer would be considered 
the head of the household only if he is en- 
titled to a dependency exemption for them 
under Section 25 (b). The taxpayer would 
also be considered the head of a household 
where there are other persons who are de- 
pendent upon him and for whom he is en- 
titled to an exemption under Section 25 (b). 


After December 31, 1950, capital gains 
treatment will be applicable to sales of live- 
stock held for draft, breeding or dairy pur- 
poses for 12 months or more. 


The following reflects the action taken in 
regard to excise taxes: 
Admissions 
Cabaret 
Electrical energy 
Telegraph, cable and radio 

messages, domestic 
Transportation of persons ....No change 
Transportation of property. ..No change 
Distilled spirits $10.50 per gal. 

Drawback $9.50 per gal. 

Floor stocks tax $1.50 per gal. 
Still wines 

Not over 14% alcohol 17¢ per gal. 

Over 14%, not over 21%. . .67¢ per gal. 
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No change 
No change 
Repealed 





Over 21%, not over 24%. . .$2.25 per gal. 
Floor stocks tax, per gal... .2¢, 7¢ and 25¢ 
Sparkling wines 
Artificially carbonated 
Champagne or _ sparkling 
wine 17¢ half pint 
Floor stocks tax 2¢ half pint 
re SS 
Floor stocks tax ..$1 per bbl. 
Occupational taxes 
Retail dealer in liquor .....$50 annually 
Wholesale dealer in liquor. .$200 annually 
Wholesale dealer in beer . . .$100 annually 
Automobile, passenger, motor- 
eS erences 10% 
(House trailers would con- 
tinue to be taxed at 7%) 
Truck, bus, trailer, etc. ...... 8% 
Automobile parts 
Electric, gas and oil appliances. .No change 
Fountain pens, ball-point pens, 
mechanical pencils : 
Gasoline 
Fioor stocks tax ......... 
Photographic apparatus 
Film 
Radio, television, etc., sets....No change 
Spertiwe MO0dS ...... «6. cane vs 15% 
Tires and tubes No change 
Bookmaking and policymaking .10% of gross 
receipts 


12¢ half pint 


2¢ per gal. 
W¢ per gal. 
20% 


License tax on bookmakers 
and policymakers 
Bowling alley and billiard or 
pool table .......$25 per table, 
per alley, 
per year 


$50 per year 


Coin-operated devices 
(slot machines) ........... $250 per year 
Diesel fuel ..................2¢ per gal. 
Jewelry No change 
Toilet preparations No change 
Cigarettes 8¢ per pack 
Floor stocks tax 1¢ per pack 


The Commissioner 


George J. Schoeneman resigned as Com- 
missioner of Internal Revenue on June 27. 
His resignation is effective July 31. John B. 
Dunlap, who last month was appointed 
head of the Treasury’s Special Fraud Sec- 
tion (June TAxEs, page 440), was appointed 
to succeed him. 


The Administration expects to get tough 
with violators of inflation controls. It can 
exercise control through the BIR and many 
other government agencies. A new commis- 
sion, National Enforcement Commission, has 
been set up in the Defense Agency to go 
after violators. Suppose a violation were to 
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occur in the giving of an over-ceiling wage 
increase. The NEC would certify this viola- 
tion to the BIR and that agency would 
punish the violator by disallowing as a de- 
duction on the employer’s tax return not 
merely the illegal amount but the entire 
amount of salary paid. 


Recently the Tax Court decided a case 
like this under old law and regulations. 


The taxpayer treated as part of the cost 
of goods sold certain direct labor costs which 
were in excess of the ceilings prescribed by 
World War II stabilization regulations. The 
Commissioner increased the taxpayer’s gross 
income by part of this amount. 


The taxpayer claimed that since the pay- 
ments were not being “deducted,” they were 
not within the condemnation of the wartime 
directives and that the Commissioner's 
assessment constituted an unconstitutional 
tax on capital. 


Deciding against the taxpayer, the Tax 
Court held (1) that the reasonableness 
requirement for a compensation deduction un- 
der Section 23 (a) (1) (A) applied irrespec- 
tive of whether the compensation was an 
expense or part of the cost of goods sold 
and (2) that the stabilization regulation was 
a binding criterion as to reasonableness.— 
Weather-Seal Manufacturing Company, CCH 
Dec. 18,343, 16 TC —, No. 158. 


No appeal will be taken by the govern- 
ment in the following cases: 

American Bemberg Corporation, Commis- 
sioner v., 50-2 ustc J 9460 (CA-6). 

Ardolina, Edward A. v. Commissioner,.51-1 
ustc J 9133 (CA-3). 

Bartholomew, Harland et al. v. Commis- 
sioner, 51-1 ustc J 9150 (CA-8). 

Beecher, S. P. v. U. S., 50-2 ustc { 9461 
(CA-9), 

Bennett, John M. et al., U. S. v., 51-1 ust 
7 9130 (CA-5). . 

Blum, Harry v. Commissioner, 49-2 ustc 
79450 (CA-7). 

Bowman & Company, A. H. v. Glenn, 50-2 
ustTc J 5967 (CA-6). 

California Electric Power Company, U. S. 
v., 51-1 ustc J 9187 (CA-9). 

Cobb, Dewey F. v. Commissioner, 50-2 ustc 
7 9508 (CA-6). 

Corbyn, Marmaduke et al., Jones v., 51-1 
ustc J 9117 (CA-10). 

Crossley, Alfred v. Campbell, 50-2 vustc 
f 9473 (CA-7). 

Delsing, Clement W. et ux. v. U. S., 51-1 
ustc J 9125 (CA-5). 

Funk, Eleanor M. v. Commissioner, 50-2 
ustc J 9507 (CA-3). 
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of the Spector Decision 


THE AUTHOR, A MEMBER OF THE NEW JERSEY BAR, LINKS THIS 


By EDWARD ROESKEN 


RECENT DECISION OF THE SUPREME COURT WITH PRECEDENT AND 


USTICE BURTON, speaking for the 
majority of the Supreme Court of the 
United States, on March 26, 1951, laid down 
the rule that a-state may not tax a foreign 
corporation for the privilege of doing busi- 
ness within the state when the business 
consists solely of interstate commerce and 
the tax is computed at a nondiscriminatory 
rate on that part of the corporation’s net 
income which is reasonably attributable to 
its business activities within the state. 
(Spector Motor Service, Inc. v. O’Comnnor, 
2 stc J 200-044, 71 S. Ct. 508.) 


This decision appears to restore to full 
vigor a rule enunciated by the Supreme 
Court about thirty years ago in decisions 
involving the Massachusetts excise tax, 
when it was held that that tax could not 
“be enforced against a foreign corporation 
which does nothing but interstate business 
within the State.” (Alpha Portland Cement 
Company v. Commonwealth of Massachusetts, 
268 U. S. 203; Cheney Brothers Company 
et al. v. Commonwealth of Massachusetts, 246 
U. S. 147.) 


The Spector case involved the application 
of the Connecticut franchise tax, which is 
based on net income apportioned to the 
state. It was concerned with the situation 
of a foreign corporation, licensed to do in- 
trastate business in Connecticut by the 


Spector Decision 








WITH RULES OF EXPERIENCE GAINED FROM OTHER STATE TAXES 


Secretary of State, whose business within 
the state was restricted exclusively to inter- 
state commerce. 


History of Litigation 


The litigation which served as a prelude 
to this decision has been varied and is, in 
some respects, unique. 


In the original trial court, the United 
States District Court, District of Connecti- 
cut, the plaintiff, Missouri Trucking Cor- 
poration, authorized to do business in 
Connecticut as a foreign corporation but 
holding no certificate of convenience and 
necessity from the Connecticut Public Util- 
ities Commission, resisted the application 
to it of the Connecticut Corporation Busi- 
ness Tax Act of 1935 on the ground that 
the assessments made against it were illegal 
as a burden upon interstate commerce and 
unconstitutional as in violation of sections 
of both the state and federal constitutions. 


The company was engaged in the motor 
transportation of goods between points in 
the Midwest and the Northeast but did not 
engage in any hauls which both originated 
and terminated in Connecticut, all of its 
business with respect to that state being in 
interstate commerce. It leased two termi- 
nals in Connecticut, used solely by it, and 
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“Our attention has been called to Spector 
Motor Service, Inc. v. O'Connor, Tax Com- 
missioner of Connecticut, decided by the 
United States Supreme Court on March 26, 
of this year in favor of the company. 
In that case the right to exist was not 
taxed, but only the privilege of carrying 
on or doing business in the State of Con- 
necticut . . .""——Great Lakes Pipe Line 
Company v. Oklahoma Tax Commission, 


2 STC § 250-135 (Okla. S. Ct). 


also used the terminal facilities of another 
carrier. It employed twenty-seven persons 
in the servicing of its depots. The usual 
method of payment of salaries and’ bills at 
the Connecticut offices was by draft at 
Chicago, but some cash was kept at one 
of the offices for the payment of incidental 
bills. From one third to one half of the 
dollar volume of the plaintiff's business 
originated in Connecticut. The company 
had no real estate in Connecticut. Its total 
physical assets there, apart from its pick-up 
trucks, amounted to $1,500 or $2,000 of 
office equipment in the two terminals. 


The District Court of the United States 
for the District of Connecticut on Novem- 
ber 14, 1942, enjoined the defendant Tax 
Commissioner from collecting the tax from 
the plaintiff corporation. (Spector Motor 
Service Inc. v. McLaughlin, 47 F. Supp. 671.) 
That court concluded that it must “be held 
that the ‘tax or excise upon its franchise 
for the privilege of carrying on or doing 
business within the state’ levied by the Act 
upon ‘every other corporation or association 
carrying on, or having the right to carry 
on, business in this state’ means a tax upon 
the éxercise of a franchise to carry on intra- 
state commerce in the state, and does not 
apply to foreign corporations or associations 
which, during the taxable year, did not 
carry on, and had no right to exercise the 
privilege of carrying on or doing intrastate 
business in the state.” 


The United States Circuit Court of Ap- 
peals for the Second Circuit on December 
24, 1943, reversed the district court, one 
member of the court dissenting, and upheld 
the levy of the tax, writing a lengthy opin- 
ion leading to the conclusion that the tax 
could not be considered discriminatory and 
that to strike down the tax against the 
plaintiff “would be discriminating against 
intrastate business, which would still have 


its burdens to pay under the tax and which 
is just as much entitled to constitutional 
protection from discrimination as interstate 
commerce.” (Spector Motor Service, Inc. v, 
Walsh, 139 F. (2d) 809.) The court “con- 
ceded frankly” that the Supreme Court of 
the United States had, up to that time, held 
a corporation engaged within a state solely 
in interstate commerce immune from net 
income taxation by that state, citing the 
Alpha Portland Cement Company v. Common- 
wealth of Massachusetts case, above. It re- 
garded its function as not “limited to a mere 
blind adherence to precedent.” “We must,” 
continued the court, “determine with the best 
exercise of our mental powers of which we 
are capable that law which in all probability 
will be applied to these litigants or to 
those similarly situated.” The court ex- 
pressed the view that if this meant the 
discovering and applying of a “new doc- 
trinal trend” in the Supreme Court of the 
United States, “this is our task to be per- 
formed directly and _ straightforwardly, 
rather than ‘artfully’ dodged.” Broad trends 
in favor of the state taxing power were 
found in “persuasive dissents” in Gwin, 
White & Prince v. Henneford, 305 U. S. 434, 
J. D. Adams Manufacturing Company v. 
Storen, 304 U. S. 307, 316, and McCarroll 
v. Dixie Greyhound Lines, 309 U. S. 176, 
189. Emphasizing such dissents, the court 
concluded “that the levy upon plaintiff is 
only of a nondiscriminatory tax upon in- 
come fairly attributable to interstate busi- 
ness in this state and that as such it is not 
prohibited under the commerce clause of 
the United States Constitution.” 


A petition for a writ of certiorari was 
filed in the Supreme Court of the United 
States on April 18, 1944, and certiorari was 
granted May 22, 1944. The company’s 
principal contention was that it was not 
within the terms of the Connecticut Corpo- 
ration Business Tax Act, because it was 
engaged in interstate ecommerce. It was 
also contended that if the law applied to it, 
the law was invalid because purporting to 
levy a state excise tax on interstate com- 
merce in violation of the commerce clause. 
Exception was also taken by the company 
to the particular method of allocation of 
income employed and to the nonallowance 
of a deduction for rent as violating the due 
process clause of the Fourteenth Amend- 
ment to the United States Constitution. The 
cause was argued on November 9, 1944. 
On December 4, 1944, the judgment of the 
circuit court of appeals was vacated, and 
the cause was remanded to the federal 
district court with directions to retain the 
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bill pending the determination of proceed- 
ings to be brought with reasonable prompti- 
tude in the state court in conformity with 
the opinion of the Supreme Court of the 
United States. (Spector Motor Service, Inc. 
v. McLaughlin, 2 stc J 200-001, 323 U. S. 101.) 


The Supreme Court stressed that the 
Connecticut courts had not construed the 
tax and that only the Supreme Court of 
Errors of Connecticut could indicate authori- 
tatively how far Connecticut sought a tax 
under the circumstances and from what 
aspect of interstate business such exaction 
was sought. Said the highest court: “We 
have no authoritative pronouncements to 
guide us as to its nature and application. 
That the answers are not obvious is evi- 
denced by the different conclusions as to 
the scope of the statute reached by the 
lower courts.” 


An action was accordingly instituted in 
1945 in the Superior Court for Hartford 


County, Connecticut, asking for a declara- 


tory judgment. That court ruled on August 
13, 1947, that the Corporation Business Tax 
Act of 1935, as applied to the corporation 


as a carrier engaged exclusively in inter-— 


state commerce, was not unconstitutional 
under Sections 1 and 12 of Article 1 and 
Article 12 of the Constitution of Connecti- 
cut but also held that, as applied to the corpo- 
ration aS a carrier engaged exclusively in 
interstate commerce, the act was unconsti- 
tutional and void because in violation of 
Article 1, Section 8, of the Constitution of 
the United States and, therefore, the taxes 
assessed against the company were invalid 
and not collectible from it. (Spector Motor 
Service, Inc. v. Walsh.) 


This litigation then proceeded directly 
to Connecticut’s highest court, the Supreme 
Court of Errors of Connecticut. That 
court rendered an opinion on August 25, 
1948, in Spector Motor Service, Inc. v. 
Walsh (2 ste J 200-001, 135 Conn. 37, 61 
Atl. (2d) 89), in accord with the mandate 
of the Supreme Court of the United States 
of December 4, 1944. The Connecticut high 
court directed the deletion of that part of 
the county court’s judgment which con- 
cluded that the act imposing the tax was 
violative of the United States Constitution, re- 
garding that question as pending before the 
federal courts for decision in collateral 
litigation between the same parties. The 
result was to sustain the tax so far as the 
State constitution was concerned. 

Then, in its peregrinations, the litigation 
returned to the court in which the question 
had first been raised—the United States 
District Court for the District of Connecti- 
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cut. That court wrote its second opinion 
on October 18, 1949 (88 F. Supp. 711). In 
it, the court refused to dissolve the injunc- 
tion it had granted the corporation in 1942, 
remarking: 

“There are cogent arguments in favor of 
permitting some form of non-discriminatory 
taxation of interstate carriers to compensate 
the states for the services each renders to 
them. A tax upon the franchise to operate 
in interstate commerce, however, is an ex- 
action for a privilege no state has the power 
to grant. To allow the states to go so far 
as formally to claim such a power cannot 
help but weaken the federal protection of the 
free flow of commerce over our state line.” 


The appeal, for the second time, to the 
United States Court of Appeals for the 
Second Circuit resulted, as in the first an- 
stance, in a reversal of the holding of the 
federal district court. The court of appeals, 
on March 29, 1950 (181 F. (2d) 150), ap- 
plied two tests termed the “multiple-burden” 
test and the “direct-indirect” test to the 
effect of the tax on interstate commerce. 
By each test the tax was found unobjec- 
tionable under the decisions of the Supreme 
Court of the United States. The court’s 
conclusion was: 

“The Connecticut tax here involved does 
not discriminate against interstate com- 
merce. It is not burdensome to interstate 
commerce. It does not attempt to reach 
activities beyond the borders of Connecticut. 
It is not susceptible of being repeated by 
any other state. It is not a levy upon the 
privilege of engaging in interstate com- 
merce. It is a proper and reasonable 
exercise upon the privileges which Con- 
necticut freely grants to all alike. There- 
fore, we regard it as valid.” 

The second appeal to the Supreme Court 
of the United States was filed on June 15, 
1950, taking the form of a petition for a 
writ of certiorari. Docket No. 132 was 
assigned to it at the October, 1950 term. 

In presenting its petition for a writ of 
certiorari to the Supreme’ Court of the 
United States, the petitioner corporation 
stressed that the issue had been narrowed 
down to whether a state might levy “an 
excise directly upon the privilege of carry- 
ing on an activity which is neither derived 
from the state, nor within its power to 
forbid,” as expressed in a dissenting opinion 
in this litigation by Judge Learned Hand 
(139 F. (2d) 809, 822). The petitioner also 
regarded the questions presented as a test 
of the constitutionality of the Connecticut 
Corporation Business Tax Act and as an 
attempt by the state to impose an excise 
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upon the right of the plaintiff to engage 
exclusively in interstate commerce in vio- 
lation of the commerce clause of the federal 
Constitution and also in violation of the due 
process clause as applied to the taxpayer. 


The respondent Tax Commissioner re- 
garded the question as one to determine 
whether the State of Connecticut was at- 
tempting to impose an undue burden on 
interstate commerce through the medium of 
a corporation business tax act and viewed 
the tax, though labeled a franchise tax, as 
really a tax on the use of tangible personal 
property and real estate in Connecticut. 


Certiorari was granted on October 9, 
1950. Argument was concluded in the case 
on November 30. -On January 2, 1951, the 
Supreme Court, apparently unable to reach 
a decision in connection with this argument 
of the case, ordered it “restored to the 
docket for reargument.” (71 S. Ct. 289.) 
Reargument took place on January 10, 1951. 


Highlights of Decision 


The Supreme Court of the United States, 
in its opinion of March 26, 1951, reviewed 
the history of the Spector litigation and 
confirmed that the original federal trial 
court had jurisdiction over the case in the 
first instance, because of the uncertainty 
of the adequacy of a remedy in the state 
courts, and that the trial court did not lose 
that jurisdiction by virtue of the later 
clarification of the procedure in the courts 
of Connecticut. The Court then remarked: 


“The vital issue which remains is whether 
the application of the tax to petitioner 
violates the Commerce Clause of the Fed- 
eral Constitution. We come to that issue 
now with the benefit of a statement from 
the state court of final jurisdiction showing 
exactly what it is that the State has sought 
to tax.” 

A quotation from the state court opinion 
indicated that the tax was “a tax or excise 
upon the franchise of corporations for the 
privilege of carrying on or doing business 
in the state, whether they be domestic or 
foreign,” net earnings being used merely 
as a measure of the tax, and that a rather 
complicated formula was applied in the case 
of a corporation doing business within and 
without the state to determine as fairly as 
possible the proportionate amount of its 
business done in the state. It was also 
indicated that there was no ground upon 
which the tax could be said to rest upon the 
use of highways by motor trucks. 

Justice Burton observed that the incidence 
of the tax was on no intrastate commerce 
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activities, because there were none, and he 
stressed that the company was engaged 
only in interstate transportation. The inci- 
dence of the tax was regarded as providing 
the answer to the issue before the Court. 
The courts of Connecticut having held 
that the tax attached solely to the franchise 
of the corporation to do interstate business, 
reference was made by Justice Burton to 
the action of the Supreme Court of the 
United States in having “struck down, 
under the Commerce Clause, state taxes 
upon the privilege of carrying on a business 
that was exclusively interstate in character.” 
This reference was followed with the state- 
ment that “the constitutional infirmity of 
such a tax persists no matter how fairly 
it is apportioned to business done within 
the state,” and with the citation of Alpha 
Portland Cement Company v. Commonwealth 
of Massachusetts, above and Ozark Pipe Line 
Corporation v. Monier, 266 U. S. 555. Con- 


.cluding its opinion, the Court remarked: 


“In this field there is not only reason but 
long-established precedent for keeping the 
federal privilege of carrying on exclusively 
interstate commerce free from state taxa- 
tion. To do so gives lateral support to one 
of the cornerstones of our constitutional 
law—McCulloch v. Maryland, supra.” 


Carrying on or Doing Business 


The taxes assessed against the Spector 
Company were levied not only for periods 
prior to June, 1937, when the Connecticut 
statute applied only to corporations “carry- 
ing on or doing business” in the state, but 
also for periods after the effective date of a 
1937 amendment which extended the levy 
to corporations “having the right to carry 
on’”’ business in the state. This was alluded 
to by the Supreme Court of Errors of Con- 
necticut in its opinion of August 25, 1948, 
and by the Supreme Court, which said: 
“Our conclusion is the same as to the as- 
sessments levied before and those levied 
after the amendment.” 

The Supreme Court referred to the fact 
that the tax b@fore it was “a state tax im- 
posed upon the franchise of a foreign cor- 
poration for the privilege of doing business 
within the State” and, in footnotes quoting 
the pertinent statute and its amendments, 
italicized the language relating to the fran- 
chise nature of the tax. As to the relation 
of the tax to the corporation resisting its 
payment, the Court characterized the tax 
as follows: “It is a ‘tax or excise’ placed 
unequivocally upon the corporation’s fran- 
chise for the privilege of carrying on exclu- 
sively interstate transportation in the State.” 
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Impact of Decision 


Inasmuch as the Spector decision in- 
volved a company engaged exclusively in 
interstate business and the application of a 
franchise tax measured by net income to it, 
the rule laid down by the Court would 
appear to apply with equal force to the 
taxability of corporations similarly situated 
in the other states which impose a like tax. 
These states are California,* Massachusetts, 
Minnesota, Montana, New York, Oregon, 
Pennsylvania, Tennessee, Utah, Vermont 
and Washington. The nine states other 
than California and Minnesota do not ap- 
pear to have framed their statutes or organ- 
ized their practices in an endeavor to tax 
the franchise of a corporation engaged 
within them in a business exclusively inter- 
state in character. As to these nine states, 
the decision would appear to be in harmony 
with their established practices and to 
presage the continuance of these practices. 

The California Bank and Corporation 


Franchise Tax Act was brought before the 
Supreme Court of the United States in 1936 


in its application to the taxation of Cali-. 


fornia companies deriving a part of their 
net income from interstate and foreign 
commerce. A suggestion by the companies 
that the failure to extend that act to foreign 
corporations engaged exclusively in inter- 
state or foreign commerce in California 
constituted an unconstitutional discrimina- 
tion against them was regarded as having 
no merit and led the Court to say, in 
Matson Navigation Company et al. v. State 
Board of Equalization, 297 U. S. 441, 56 
S. Ct. 553: 


“A foreign corporation whose sole busi- 
ness in California is interstate and foreign 
commerce cannot be subjected to the tax 
in question. Alpha Portland Cement Co. v. 
Massachusetts, 268 U. S. 203, 216 et seq.; 


Anglo-Chilean Nitrate Corp. v. Alabama, 
supra,” 


This observation doubtless played its part 
in bringing about the enactment of the 
California Income Tax Act of 1937 which 
imposes a net income tax on income “from 
any activities carried on in this State, re- 
gardless of whether carried on in intrastate, 


interstate or foreign commerce.” (Section 
3, Chapter 765, Laws 1937.) This act has 
been applied to foreign corporations which 
are not authorized to do business in Cali- 
fornia but which derive income from sources 
within that state and are not subject to the 
Bank and Corporation Franchise Tax Act. 


*See the letter from the State of California 
Franchise Tax Board at page 544. 


Spector Decision 


A judgment of the California Supreme 
Court upholding the tax imposed under the 
Income Tax Act of 1937, as applied to a 
foreign corporation engaged in interstate 
commerce, was affirmed by the Supremé 
Court of the United States in a per curiam 
opinion in West Publishing Company v. 
McColgan, 328 U. S. 823, 329 U. S. 822. 
It may be noted that the highest court of 
California had passed upon this 1937 act 
before it reached the Supreme Court of the 
United States. 

As contrasted with this California ruling 
in 1946 by the Supreme Court of the United 
States is a ruling rendered by it on the same 
day in 1951 upon which it rendered the 
Spector Motor Service decision—a ruling 
denying a writ of certiorari in a case in 
which the Georgia Supreme Court had held 
a foreign corporation engaged in interstate 
commerce not subject to the Georgia in- 
come tax. (Redwine v. Dan River Mills, 
Inc.) Here, too, a net income tax case 
not involving a franchise tax had been 
passed upon by the state’s highest court 
before reaching the Supreme Court. 

A variation between the California and 
Georgia statutes, however, was that the 
California law specifically sought to tax 
income from activities carried on in the 
state, “regardless of whether carried on in 
intrastate, interstate or foreign commerce,” 
while the Georgia act did not contain a 
comparable provision in the form in which 
it was litigated. However, a like provision 
was added to the Georgia income tax law 
subsequent to the trial court’s decision in 
the Dan River Mills case. 


Minnesota, in 1933, when first imposing 
its present income tax upon corporations, 
provided for the taxation of domestic and 
foreign corporations whose business within 
the state consisted “exclusively of interstate 
commerce.” This provision was enlarged 
in 1937 to include “foreign commerce, 
interstate commerce, or both.” In 1945 a 
further amendment embraced domestic and 
foreign corporations, not otherwise taxable 
for income tax purposes, “which own prop- 
erty within this state or whose business 
within this state during the taxable year 
consists exclusively of foreign commerce, 
interstate commerce, or both.” The Minne- 
sota Board of Tax Appeals in September, 
1946, upheld the tax as applied to an unli- 
censed foreign corporation engaged solely 
in interstate commerce within Minnesota. 
(Owens-Illinois Glass Company v. The Com- 





missioner of Taxation, Docket No. 196. 
Certiorari was granted by the Minnesota 
Supreme Court on November 20, 1946, but 
the appeal was abandoned by the corpora- 
fion and the writ quashed upon stipulation 
on March 11, 1948.) It may be noted in 
passing that as set up in the statute, the 
Minnesota income tax is a “privilege” or 
franchise tax as to all domestic and foreign 
corporations except those owning property 
or having local business consisting “exclu- 
sively of foreign commerce, interstate 
commerce, or both” and that as to those 
thus excepted, it is designated merely as 
“an annual tax.” 


Other Corporate Net Income Taxes 


In addition to the twelve states previously 
mentioned which impose net income taxes 
upon foreign corporations in the nature of 
“franchise” or “privilege” taxes, there re- 
main twenty-one states which impose net 
income taxes not imposed as a franchise 
tax or for the privilege of doing business 
in the state. The extent of the possible 
applicability of the Spector ruling to the 
income tax laws of these states remains 
to be weighed. 


.With the exception of Arkansas, Colorado 
and Georgia, the income tax laws of these 
remaining states do not include provisions 
similar to those of California and Minnesota, 
which seek to reach receipts from interstate 
or foreign commerce. The statutes of 
Arkansas, Colorado and Georgia presently 
contain such provisions. The other eighteen 
states are Alabama, Arizona, Idaho, Iowa, 
Kansas, Kentucky, Louisiana, Maryland, 
Mississippi, Missouri, New Mexico, North 
Carolina, North Dakota, Oklahoma, Rhode 
Island, South Carolina, Virginia and Wis- 
consin. 


Perhaps of more pertinent application to 
the laws of the states last named are the 
rulings of the Supreme Court of the United 
States in. the West Publishing Company case 
in 1946, affirming a judgment upholding the 
validity of the California Income Tax Act 
of 1937, and the Dan River Mills denial of a 
writ of certiorari in March, 1951, to review 
the holding of the Georgia Supreme Court 
which indicated that a foreign corporation 
engaged in interstate commerce was not 
subject to the Georgia income tax law prior 
to an amendment which extended the law 
to such activities. In both instances, the 
highest state court had ruled upon the liti- 
gation before an endeavor was made to 
bring the case before the country’s highest 
court. In the Connecticut Spector case, 
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originally instituted in a federal court, the 
Supreme Court of the United States had 
directed that an expression of the highest 
state court be secured before it would render 
its decision. 

Does this presuppose that the views of 
the highest state court must first be avail- 
able before a ruling on the propriety of the 
income taxation of a foreign corporation 
engaged in interstate commerce may be 
obtained in the Supreme Court? The pro- 
tracted Connecticut litigation in the federal 
and state courts, coupled with the situations 
in California and Georgia, would appear 
to give currency to such a postulate and 
perhaps suggest to counsel the channeling 
of such litigation through state courts rather 
than the federal courts. 

In any event, since the eighteen states 
last mentioned do not appear to have sought 
to tax the income of foreign corporations 
engaged exclusively in interstate commerce, 
the Spector and Dan River Mills rulings 
contain nothing to suggest a different atti- 
tude toward such companies in these states. 


Arkansas, Colorado and Georgia (the 
latter under its amended law) may find 
support for their legislation taxing the in- 
come of foreign corporations engaged ex- 
clusively in interstate commerce within them 
in the 1946 California West Publishing Com- 
pany decision of the Supreme Court, al- 
though the comparable 1951 Dan River 
Mills ruling, being later in time, must also 
be given weight by counsel, together with 
any possible pertinence of the Spector decision. 


In connection with the eighteen states 
last referred to as a group, it may be borne 
in mind that their reticence in seeking to 
apply their net income tax laws to corpo- 
rations whose income from within their 
borders may be “exclusively interstate in 
character,” stems principally from decisions 
of a quarter century or more ago, previously 
cited, rendered by the Supreme Court in 
respect to the Massachusetts excise tax. 
That tax has been imposed upon a foreign 
corporation “with respect to the carrying 
on or doing of business by it within the 
commonwealth” and in that respect is similar 
to the Connecticut franchise tax based on 
net income which was before the highest 
court in the Spector case. Thus, the latter 
ruling, reiterating the Court’s earlier Massa- 
chusetts rulings, will doubtless be applied 
by counsel, as in the past, to situations 
involving the statutes of states imposing net 
income taxes, whether in the nature of 
franchise taxes or not, under circumstances 


(Continued on page 544) 
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Involuntary Conversions 


By SOLOMON R. LIPTON, Newark CPA 


DOES “‘FORTHWITH"’ ALWAYS MEAN “IMMEDIATELY,” OR IS A TIME LAG 
PERMISSIBLE WHEN THE WORD IS USED IN CODE SECTION 112 (f), 
DEALING WITH GAINS AND LOSSES FROM INVOLUNTARY CONVERSIONS? 


tT TAX CONSEQUENCES of invol- 
untary conversions have always been im- 
portant but have presently assumed even a 
greater degree of significance because of the 
large amount of property that is being taken 
over by the various public and quasi-public 
agencies in connection with highway con- 


struction and other government projects. - 


Involuntary conversions resulting from 
the “destruction of property, in whole or 
in part, theft or seizure, or an exercise of 
the power of requisition or condemnation, 
or the threat or imminence thereof” are 
given special treatment in the Internal Rev- 
enue Code. This special treatment applies 
to individuals not in business as well as to 
taxpayers whose business property is in- 
volved. Aside from property requisitioned 
or condemned by public authorities, prob- 
ably the most common form of involuntary 
conversion of property comes from destruc- 
tion by fire. 


Section 112 (f) gives the taxpayer an 
opportunity either to report the gain on 
an involuntary conversion and pay the tax 
thereon or to postpone the payment of 
tax. But in order to avail himself of the 
privilege of not having the gain recognized, 
the taxpayer must clearly meet the require- 
ments prescribed by the law and Regulations. 
The proceeds of the involuntary conversions 
must forthwith in good faith be invested 
in property similar or related in use to the 
original property, or if such reinvestment 
is not immediately practicable, a replace- 
ment fund must be established. 


Whether or not the reinvestment of funds 
has been “forthwith” depends more upon 
— CCH Dec. 9061, 32 BTA 1272 
1935). 

* Herder v. Helvering, 39-2 ustc { 9578, 106 F. 
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the circumstances than the actual length 
of time that elapses between the receipt of 
the conversion proceeds and the reinvest- 
ment. The taxpayer must be able to show 
that he acted as quickly as possible under 
the existing conditions. In the case of Mr. 
August Buckhardt,’ the taxpayer received 
the proceeds of a condemnation award on 
March 26, 1931, and did not repurchase 
a farm until July 11, 1933. The court held 
that since Mr. Buckhardt spent the balance 
of 1931 and all of 1932 looking for a new 
farm which would be suitable for his pur- 
poses, he exercised due diligence in his 
search and replaced the property as soon 
as he was able. 


In another case,» Mr. R. L. Williams 
received funds from fire insurance on his 
rice mill which was destroyed in March, 
1934, and did not reinvest in another rice 
mill until May, 1935. Again this was con- 
sidered “forthwith” reinvestment because 
there were continuous efforts to find a 
new mill throughout the entire intervening 
period. 


On the other hand, the M. J. Caldbeck 
Corporation* was required to pay a tax on 
the gain it realized when its building was 
destroyed by fire in 1932 and not replaced 
until 1936. The construction of the new 
building had been delayed during the de- 
pression because of the fear that no tenants 
would be found for the new building. It 
was not until 1936 that the corporation 
was able to negotiate a favorable lease with 
a good tenant. The court, while recog- 
nizing the natural hesitancy to rebuild under 
the circumstances, nevertheless held that 
(2d) 153 (CA of D. C.) 


3 Caldbeck Corporation, CCH Dec. 9740, 36 
BTA 452 (1937). 
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money expended after a delay of four years 
was not “forthwith” reinvested. Although 
the courts have been lenient in their inter- 
pretation of the term “forthwith,” if the 
taxpayer, within a short time after receipt 
of the proceeds from the conversion, finds 
that he cannot reinvest immediately in sim- 
ilar property, he should set up a replacement 
fund as discussed below. 


Tracing of Proceeds 


Not only must the reinvestment be “forth- 
with” but the taxpayer must also be able 
to trace the award or the proceeds of the 
insurance into the payments for the new 
property. Any part of the proceeds that 
cannot be traced into the new property will 
not come under the special relief provision 
of the law. This is true even though the 
taxpayer has no control over part of the 
proceeds, as when the government retains 
and pays out of an award any liens or 
mortgages against the condemned property. 


In 1941 the Continental Realty Company ‘ 
received net proceeds of $32,326.74 from a 
fire loss and soon thereafter started con- 
struction of a new building for similar use. 
At the time the insurance proceeds were 
deposited in the bank, the Continental Re- 
alty Company had a bank balance of around 
$4,000. The company was indebted to the 
bank for $23,153.33 on an old note and the 
bank insisted that this old obligation be 
liquidated before it would participate in 
any new financing. The company paid the 
note out of its balance, and new funds 
were borrowed for the construction. Since 
the Continental Realty Company could not 
trace the actual conversion proceeds in the 
new property, the tax exemption was denied. 


Similarly, the Kennebec Box and Lumber 
Company® was not permitted to avail itself 
of the benefits of Section 112 (f). On 
July 28, 1941, a special account was opened 
in which fire insurance proceeds were de- 
posited. At the time its mill was destroyed, 
there was a mortgage of $33,730 on the 
property, and a withdrawal was made from 
the special account to discharge this debt. 
In September, 1941, a deposit was made to 
restore the amount previously withdrawn, 
but nevertheless the court held that the 
insurance proceeds could not be traced 
into the new property which was bought 


4Continental Realty Company, CCH Dec. 
13,694(M), 3 TCM 27 (1944). 

5 Kennebec Box & Lumber Company, Inc. v. 
Commissioner, 48-1 ustc { 9310, 168 F. (2d) 646 
(CCA-1). 
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on November 4, 1941. If the Continental 
Realty Company and the Kennebec Box 
and Lumber Company had merely adopted 
a different method of financing, they would 
have been able to replace the old property 
with the new and would have avoided 
payment of the tax. 


With condemnation of his property im- 
minent, the prudent businessman will make 
every effort to secure new facilities so that 
the loss of his old property will not result 
in a temporary cessation of his business 
activities. The Twinboro Corporation ‘* 
found itself in precisely that position and 
bought a new garage to replace one that 
was about to be condemned. The corpo- 
ration paid for the new property out of 
its own funds and reimbursed itself later 
out of the award. The court held that 
this anticipatory replacement did not con- 
stitute tracing of the proceeds into the 
new property as required by the Regulations. 
The Bureau of Internal Revenue has gone 
one step further and ruled that even if 
the new plant is constructed with borrowed 
funds, in anticipation of receiving the award, 
and the award is used to repay the borrow- 
ing, the transaction will not meet the de- 
mands of the law. 


Similar Property 


The Board of Tax Appeals appears to 
have been more liberal than the Commis- 
sioner of Internal Revenue in interpreting 
the phrase “converted into property similar 
or related in service or use.” When Mr. 
Paul Haberland* was paid by the Alien 
Property Custodian for the seizure of his 
Garfield Worsted Mills, he used the pro- 
ceeds to establish a business-manufacturing 
sizing base to be used by manufacturers 
of woolens and worsted goods. The Gar- 
field Worsted Mills had beeri engaged in 
the manufacture of high grade worsted 
dress goods, and only a small portion of 
its activity had been in the preparation of 
a sizing base solely for its own use. The 
Board of Tax Appeals stated that the use 
of the word “related” gave the taxpayer a 
degree of latitude in reinvestment and de- 
cided the case in favor of Mr. Haberland. 


The Cotton Concentration Company® had 
one: of two connecting sheds used for the 


6 Twinboro Corporation v. Commissioner, 45-1 
ustc { 9291, 149 F. (2d) 574 (CCA-2). 

1 Haberland, CCH Dec. 7558, 25 BTA 1370 
(1932). 

8 Cotton Concentration Company, CCH Dec. 
1457, 4 BTA 121 (1926). 
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same purpose destroyed by fire, and the 
insurance proceeds were used to enlarge 
the remaining shed so that it had the ca- 
pacity of the two original sheds. This was 
held to be conversion into similar property. 
The purchase of factory equipment of the 
same type as the equipment destroyed is 
investment in similar property even though 
the new equipment has a larger capacity 
than the old. 


However, the Commissioner’s Regulations 
specifically provide that the following in- 
vestments are not similar or related in use: 
(1) the proceeds of unimproved real estate, 
taken upon condemnation proceedings, in- 
vested in improved real estate; (2) the 
proceeds of a requisitioned tug used to 
purchase barges. 


The proceeds of an involuntary conver- 
sion may also be used to acquire control 
of a corporation owning property similar or 
related in use to the old property. In 
order to control a corporation, the taxpayer 
must acquire eighty per cent of all out- 
standing voting stock and eighty per cent 


* of the total number of all the other shares. 


of outstanding stock. 


Replacement Fund 


If it is not practicable to replace the 
converted property immediately, permission 
should be secured from the Commissioner 
of Internal Revenue to establish a replace- 


ment fund. Application for establishment 
of the replacement fund is made in triplicate 
on Form 1114 which may be secured from 
the Collector of Internal Revenue. After 
the application is approved, the taxpayer 
will be required to furnish a surety bond 
(or make a deposit of federal securities) 
equal to not more than twice the amount 
of the additional income taxes which he 
would have paid if he had not elected to 
take advantage of Section 112 (f). 


The. Treasury Department has not pre- 
scribed any particular method or type of 
investment to be used in establishing the 
fund. Retention of cash or readily market- 
able securities sufficient to make the replace- 
ment is deemed satisfactory. It is advisable 
that the fund be designated as such on the 
taxpayer’s books. In addition, the minutes 
of corporate taxpayers should contain a 
resolution limiting the use of the securities 
or funds set aside to the replacement of 
the property. 


If permission to establish a replacement 
fund is applied for, the taxpayer must be 
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certain that he actually receives the neces- 
sary consent and files the required bond. 
There are cases on record in which com- 
panies filed for permission to set up re- 
placement funds and, in fact, did set up 
the funds. However, the Commissioner 
did not act upon the applications, and the 
courts decided that the replacement funds 
had no status as such because the Com- 
missioner had not approved them. 


Partial Taxability of Gains 


If the taxpayer does not use all of the 
conversion proceeds in the acquisition of 
similar property, he will be subject to tax 
on the amount of the proceeds not so ex- 
pended. For example, a building with a 
depreciated cost of $35,000 is condemned 
and the owner receives an award of $75,000 
for the property. He has realized thereby 
an actual gain of $40,000. 


(1) If he spends $75,000 or more on a 


new building, none of the gain is taxed. 


(2) If he spends $65,000 on the new build- 
ing, there is a recognized gain of $10,000. 


(3) If the new building costs $35,000 
or less, the entire gain of $40,000 is recog- 
nized. In no case can the recognized gain 
exceed the actual gain of $40,000. 


Whether the gain recognized above is an 
ordinary gain or a capital gain depends 
upon the kind of property that is converted. 
Any gain that is recognized on the destruc- 
tion or condemnation of a personal residence 
(or any other property held for personal 
use) is a capital gain, and if the property 
was held for more than six months prior 
to the condemnation only fifty per cent 
of the recognized gain is taxable to an 
individual taxpayer. In computing the 
amount of gain, the taxpayer is not required 
to reduce the cost of his personal residence 
by any depreciation, and he may add the 
cost of any improvements to his home to 
his original cost. 


The provisions of the law pertaining to 
business real estate and business property 
of a depreciable nature are a little more 
complicated. If the combined recognized 
gains for the entire year from involuntary 
conversions and sales or exchanges of such 
property held for more than six months 
exceed the losses from conversions, sales 
and exchanges, the conversions, sales and 
exchanges are treated as long-term capital 
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gains and losses. If the losses for the 
entire taxable year exceed the gains, the 
losses and gains are considered to be ordinary 
losses and gains. Suppose a factory build- 
ing held for more than six months is con- 
demned, and the proceeds are greater than 
the depreciated cost of the building. All 
of the proceeds are not expended on the 
new building. The owner has been sub- 
jected to no other involuntary conversions 
and has not sold any other property during 
the year. In that case, the gain that is unex- 
pended is treated as a long-term capital gain. 


Even though the gains resulting from 
involuntary conversions may not be rec- 
ognized if the statutory requiremepts are 
met, the law provides that losses resulting 
therefrom will be recognized. If the pro- 
ceeds of the condemnation are less than 
the depreciated cost of the taxpayer’s fac- 
tory building, the taxpayer has a deductible 
loss. 


However, the same rule does not apply 
to property held for personal use. The 
only time a loss from the involuntary con- 
version of such property is deductible is 
when the loss arises from destruction by 
fire, storm, shipwreck or other casualty or 
from theft. A loss resulting from the 
condemnation of a personal residence is not 
deductible, because condemnations are not 
considered casualties. 


In many instances the proceeds received, 
even though they may exceed the cost of 
the converted property, will not be suffi- 
cient to cover the cost of acquiring the 
new property. The taxpayer may be com- 
pelled to add funds of his own to the 
conversion proceeds, and the new property 
may not be any better than the old. This 
situation does not give rise to a deductible 
loss. The additional capital invested is an 
expenditure recoverable only through the 
allowance for depreciation over the life of 
the property. 


The election not to have the gain recog- 
nized upon an involuntary conversion does 
not result in an exemption from taxation 
but, rather, in a postponement of taxation. 
Suppose property with a depreciated cost 
of $35,000 is destroyed by fire and the in- 
surance proceeds are $75,000. The taxpayer 
decides to take advantage of the provisions 
of Section 112 (f) and forthwith uses the 
insurance proceeds of $75,000 to construct 
a similar building. The tax cost of the 
new building is not $75,000 but $35,000. 


For purposes of future depreciation al- 
lowances and for computing gain or loss 
on a future sale, the tax cost of the new 
property is considered to be the same as 
the old. This basis may be increased only 
by amounts paid for the new property in 
excess of the conversion proceeds. 


Because of the peculiarities of the tax 
law pertaining to capital gains and losses, 
it may not always be advisable to elect to 
take advantage of the provisions concerning 
nonrecognition of gain contained in Section 
112 (f). The deduction for capital losses 


of individuals is limited to $1,000 of ordi-: 


nary net income. Capital losses of corpo- 
rations may be offset only against capital 
gains. Therefore, if the taxpayer has sus- 
tained capital losses which he has been 
ufiable to deduct, it will be better to have 
the gains recognized on the involuntary 
conversion of property held for more than 
six months. This will accomplish a twofold 
purpose—the taxpayer will have obtained a 
tax benefit from the full amount of his 
capital losses and, furthermore, will have 
secured a higher basis for the new property. 
The tax cost of the new property will now 
be the actual purchase price. Even when 
no capital losses are involved, it may be 
cheaper to pay the tax, at capital gains 
rates, on the profit from the involuntary 
conversion and thereby become entitled to 
a new tax basis for the property and to 
the greater annual depreciation allowances 
which are deductible in full from ordinary 
income. [The End] 


WASHINGTON CORPORATION INCOME TAX 
HELD UNCONSTITUTIONAL 


The new 4 per cent corporation excise 
tax is unconstitutional. The suit for an 
injunction against the enforcement of the 
new tax challenged the constitutionality 
on several grounds, but the trial court 
considered primarily the objection as to 
uniformity. It held the tax to be an in- 
come tax rather than an excise tax, being 


imposed solely on corporations and fail- 
ing to tax unincorporated businesses in 
competition with such corporations. An 
early appeal to the Washington Supreme 
Court is anticipated.—Power, Incorporated 
v. State of Washington, CCH WASHINGTON 
Tax Reports § 15-003 (Thurston Cty. 
Super. Ct., June 13, 1951). 
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6e¢/-\ NE can never pay in gratitude” mused 

the Lone Eagle’s wife.’ However, there 
have been some earnest and oftentimes 
usurious attempts, and here the Commis- 
sioner is willing to accept the effort for 
the act. 

In 1931 the entire stock of the Universal Oil 
Products Company was sold for $25,000,000 
to the United Gasoline Corporation. Just 
prior to this sale and in contemplation of it, 


certain Universal assets were sold for © 


$4,000,000 to the Unopco Company which 
had been formed for this very purpose. 
All the stockholders of Universal relinquished 
their shares, becoming shareholders in 
Unopco in the same proportions. A few 
days later, at a meeting of the former Uni- 
versal stockholders, these individuals con- 
gratulated themselves on their great good 
fortune in Universal, which had started with 
nothing and had been built up in a phenom- 
enal way. They thought it would be a 
nice and generous thing to show apprecia- 
tion to the workers who had made this 
possible, so Unopco voted to pay certain 
persons a “gift or honorarium.” “Very touch- 
ing,” murmured the Commissioner as he 
wiped away an unmanly tear, “but of course 
that’s compensation to the recipients.” “No, 
no, no,” asseverated one recipient, Arthur 
Bogardus. “I never worked for Unopco, 
which owed me nothing, legally or morally. 
Therefore it follows that what I received 
was a gift.” “You received that sum for 
loyal work,” the Commissioner ordained, 
“and what one receives for work is com- 
pensation, not a gift.” 

On November 8, 1937, Mr. Justice Suther- 
land delivered the opinion of the Supreme 
Court:? 


“1. Because the Unopco stockholders had 
benefited by the past services of the recipi- 


1 Anne Morrow Lindbergh, Listen! The Wind 


(New York, Harcourt, Brace and Company, 
1938), p. 155. 
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Bogardus v. Commissioner 


Gift v. Compensation 
for Services 


Tax Classics e e by Robert S. Holzman 


Adjunct Professor, New York University Graduate School of Business Administration 


ents, it by no means follows that the dis- 
tribution in question was not a gratuity. It 
nowhere appears in the record that full 
compensation had not been made for these 
services. There would seem to be a natural 
inference to the contrary; and the inference 
is made determinate by the stipulated fact 
that no one was under any obligation, legal 
or otherwise (and this would include a 
moral obligation, however slight) ‘to pay 
any .additional compensation’. There is no 
ground for saying that the benefit received 
and the compensation then paid for it were 
not equivalents. 


“2. It is said that the word ‘honorarium’ 
always denotes a compensatory payment. 
Without agreeing to this broad generaliza- 
tion, it is enough to say that the word is 
not here used by itself, but coupled with the 
word ‘gift’ in the phrase ‘gift or honorarium’. 
Presumptively, the user of the phrase must 
have known that the word ‘gift’ did not in- 
clude a compensatory payment, and it is 
hardly to be supposed that he would con- 
sciously nullify that word by the immediate 
use of another meaning the opposite. The 
phrase was used in an informal speech at 
the stockholders’ meeting made by the presi- 
dent of the Unopco company. The whole 
tone of the meeting indicates that the in- 
tention was to make gifts in recognition of, 
not payments for, former services. The 
conclusion in which the stockholders ac- 
quiesced was that they would come forward 
and make these ‘presents or gifts’ to the 
employees. In the light of all the circum- 
stances, the absence of moral or other obli- 
gation and of any expectation of future 
benefit, it is reasonable to conclude that the 
word ‘honorarium’, if the court below cor- 
rectly defined it, was loosely and inaccur- 
ately used. 


2 Bogardus v. Commissioner, 37-2 ustc 9534, 
302 U. S. 34. 
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“3. The resolutions, which employ the word 
‘bonus’, were adopted to carry into effect 
the will of the stockholders expressed at 
their meeting. What occurred at that meet- 
ing, as we have already said, indicated their 
clear intention to make gifts. And since 
intention must govern, we must consider 
the word used in the light of the intention. 

. Certainly, where all the facts and cir- 
cumstances in the case, including the express 
stipulation of the parties, clearly show the 
making and the intent to make a gift, it 
cannot be converted into a payment for 
services by inaccurately describing it, in 
the consummating resolutions, as a bonus. 


“Some stress is laid on the recital to the 
effect that the bounty is bestowed in recog- 
nition of past loyal services. But this recital 
amounts to nothing more than the acknowl- 
edgement of an historic fact as a reason for 
making the gifts. A gift is none the less a 
gift because inspired by gratitude for the 
past faithful service of the recipient.” 


ITING the Bogardus case, one writer 
noted that “A gift can be established 
only by evidence that the employer 
intended to make a gift.”* “The decision 
has been critized as ‘too broad’, and is not 
to be relied upon beyond its facts.” * Never- 
theless, “the recent trend appeared to be 
more liberal than the accumulated weight 
of authority and to permit the designation 
as gifts where it was desired by the parties.” ° 
“We doubt if we’ve heard the last of it.” * 


“The general rule is that there is no pre- 
sumption in favor of a gift . . . and that 
the burden of proving a gift is upon the 
donee. . . .”" P Corporation allocated 
shares to certain “valued employees” of a 
subsidiary, S, in the language of the reso- 
lution, “to recognize the past and to encour- 
age the future services of the employees.” 
“The Bogardus case,” said the court, “is not 
controlling, however, even though the shares 
were given by . . . [P] Company to em- 
ployees of . . . [S] Company. . . . Here, 
. . . [P] Company was a holding company 
of . , . [S] Company stock; its financial 
success depended upon that of [S] 


Company. The plan was set up for the, 


reason stated in the resolution of the [P] 


* Samuel Brodsky, ‘‘Nontaxable Payments to 
Widows of Employees,’’ Proceedings of the 
New York University Eighth Annual Institute 
on Federal Taxation (1949) (Albany, Matthew 
Bender & Company, Inc., 1950), p. 469. 

# James M. Henderson, Introduction to Income 
Taxation (Chicago, Callaghan and Company, 
1943), p. 100n. 

5’ Houstin Shockey, Federal Tagzation for. the 
Lawyer (New York, Prentice-Hall, Inc., 1941), 
p. 61. 
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the . 


directors: to recognize the past and 
encourage the future services of certain of 
the employees of said . . . [S] Company’” 
and it was taxable.® 


When an employee’s service was termi- 
nated, he regarded a special separation pay- 
ment as a gift on the ground that he “had 
been ‘amply compensated for his services 
to the company. .’ “A study of the 
case leads to the conclusion that, with the 
exception of Bogardus v. Commissioner, . . 
the various circuit courts have taken 
the view that ‘the payment for services, 
although entirely voluntary’, is none the 
less taxable income. . . . The amount was 
carried on the books of the corporation as 
a payment on salary. It was so claimed as 
a deduction by the Company. No stock- 
holders’ meeting was ever asked to approve 
the action of the officers.”*® Similarly, an- 
other employee claimed that a separation 
payment was a gift, as his final salary voucher 
had been marked “Statement of Account. 
In full settlement. . . .” This was taxable, 
for “The distinguishing features between 
. [Bogardus] and the instant cases 
are markedly discernible. The voucher 
attached to the check for the payment to 
. . . [the employee] designates it as ‘addi- 
tional compensation’, and the president's 
letter states ‘arrangements have been made 
to grant you additional compensation in 
recognition of the value of your past serv- 
ices’. In the cited case, the payment is 
designated a ‘bonus’, a ‘gift’, an ‘honorarium’, 
‘a nice and generous thing to show appreci- 
ation’. The amount of money paid . 
[the employee] herein was calculated upon 
a basis of salary received before severance 
of the employer relation. In the cited case, 
there is no basis shown for the sums paid 
and there is no evidence from which it can 
be deduced that the sums paid had any rela- 
tion to the severance of employment.” ” 


f Ngiveinincoong-d at the time of separation, 
however, is not necessarily for serv- 
ices. When the local manager of a company 
instituted divorce proceedings against ‘his 
wife, his employer asked for his resignation 


despite a contract. The employer then 
promised him a monthly sum for life, which 


¢ Lewis Gluick, ‘‘Talking Shop,” TAxEs—The 
Tax Magazine, February, 1938, p. 88. 

™ Botchford v. Commissioner, 36-1 ustc { 9149, 
81 F. (2d) 914 (CCA-9). 

8U. §. v. Du Pont, 42-2 ustc 49755, 47 F. 
Supp. 894 (DC Del.). 

® Dasteel v. Rogan, 41-2 ustc $9739, 41 F. 
Supp. 836 (DC Calif.). 

1%” Poorman v. Commissioner, 42-2 ustc { 9814, 
131 F. (2d) 946 (CCA-9). 
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was held to be taxable. “The facts in ‘the 
instant case are clearly very different from 
those which obtained in the Bogardus case, 
supra. . There was no provision in the 
contract that it could be cancelled or abro- 
gated in case . . . [he] obtained a divorce. 
The evidence indicates that this was 
far from a gratuity paid to the . . . [ex- 
employee] by his former employer. It was 
an amount which the Company was 
willing to pay . . . to be released from its 
contract... .”™ 


A pension might be regarded as being in 
recognition of past services and hence com- 
pensatory. An employee was given a retire- 
ment annuity policy by his employer * which 
he claimed was a gift. The court found that 
it was taxable income, since “At the time 
the policy here involved was delivered, ... 
(the employer) apparently did not consider 
it a gift, for no such expression appears in 
the transmittal letter. This is a contrast 
to the Bogardus case where payment was 
called ‘gift or honorarium’. In the Bogardus 
case, further, it was found as fact that .. . 
[the donor of the sum] claimed no deduc- 
tion for Federal income tax purposes in 
respect of the payment in question. No 
such finding can be made in the instant 
case. . . . In the Bogardus case, none of 
the recipients of the bounty had ever been 
employees of the [payor], while in 
the instant case the payments in question 
were made to some 60 key employees . . 
[who] were still producing wealth by 
continued services.”** Where an employer 
assured her employee that security after retire- 
ment would be provided for by a pension, 
and annuities accordingly were purchased 
after the retirement, the income was tax- 
able. “The payment as additional compen- 
sation for services can not be a gift, since 
it was intended to be and was additional 
compensation for those services. . . . The 
fact that the services were rendered during 
years prior to the payment of compensation 
therefore does not affect that conclusion 


here. . . . Cf. Bogardus v. Commissioner. 
714 


O Corporation was liquidated in a reor- 
ganization, certain funds subject to pension 
liability being transferred to its successor, 
N Corporation. Twelve years later, N paid 
a pension to a former employee of O (but 
not of N). This was not taxable. The 

1 T’Esperance, CCH Dec. 13,365(M), 2 TCM 
442 (1943). 


” That same Universal Oil Products Company 
for which Arthur Bogardus had worked. 


cgilorgan, CCH Dec. 17,037(M), 8 TCM 567 
). 


Tax Classics 


recipient “relies primarily upon the applica- 
tion of Bogardus v. Commissioner, supra, the 
leading case on this question. ... The... 
[Commissioner] suggests that in the Bogardus 
matter the stockholders of the successor 
corporation made a single spontaneous ‘gift 
or honorarium’ a few days after the organ- 
ization of the new corporation, while here 
the setting up of a reserve of pensions and 
contingencies and the custom over a period 
of years of paying pensions and gratuities 
indicates design to compensate former em- 
ployees for services; also, that there the 
payments were charged to surplus, while 
here, to a reserve. We are unable, in this, 
to see an essential or effective distinction.” ™ 


wo A CHURCH gave its pastor 
emeritus a sum as “salary or hono- 
rarium,” it was taxable to him. “When the 
word ‘honorarium’ is used as here in juxta- 
position with the term ‘salary’ rather than 
‘gift’, as was done in Bogardus v. Commis- 
sioner, supra, and the word ‘salary’ appears 
first, it is scarcely reasonable to assume that 
the authors of this carefully drawn resolu- 


‘tion would have used a word following 


‘salary’ which would have so completely 
contradicted its meaning.” ** Where, upon 
completion of forty years of service, an em- 
ployee, “in recognition of . .. [his] long 
record of loyal service,” was allowed a 
month’s extra vacation “and a gift in the 
amount of $750,” the “gift”? was taxable. 
“The deduction was here denominated an 
‘expense’ but that could not preclude its 
classification as ‘reasonable’ compensation 
for services. . .. That the payment was 
‘voluntary’, .. . that it was in recognition 
of past services, ... that it was denominated 
a gift, see Bogardus v. Commissioner 

or that it was smaller or larger than other 
payments dealt with in the decided cases 
certainly requires no different result.” ™ 


A corporation resolved to continue for a 
specified period the salary of a deceased 
officer, and his widow was taxed on the 
payments. “In the Bogardus case no deduc- 
tion for the payments was claimed in the 
income tax return of the corporation mak- 
ing the payments; the payments were 
charged to surplus accounts on the books 
of the corporation and not to expense; the 
distribution was not made to any employees 
of the corporation making the payments; 
and it was also stipulated in that case that 


14 Morrow, CCH Dec. 13,294, 2 TC 210 (1943). 

18 Newton, CCH Dec. 16,612, 11 TC 512 (1948). 

16 Schall, CCH Dec. 16,515, 11 TC 111 (1948). 

17 Grace, CCH Dec. 15,891(M), 6 TCM 770 
(1947). 
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‘said payments were not made or intended 
to be made... for any services rendered 
or to be rendered ...’. These factual dif- 
ferences distinguish that case clearly from 
the instant case.” ™ 


CORPORATION had a bonus plan 

under which employees had no en- 
forceable rights until allotment was made 
each year. Allotment as to one employee 
took place after his death; the estate was 
taxed. “It is true that the decedent would 
not have had a legally enforceable right to 
receive the foregoing amount until it was 
allocated by the Company, but the 
payment clearly represents compensation 
for his services and any right to receive it 
that was realized by his estate was ac- 
quired through him and never arose in any 
other way or through any other source.” ” 
The widow of a fireman received from the 
state a pension to which he had contributed, 
and she was taxed. “If the payments . 
were not mere gifts or gratuities .. . awarded 
by one to whom no services had been ren- 
dered, they are taxable. It is not necessary 
that the services should have been rendered 
by the payee. The payor is the one to whom 
the services must have been rendered. The 
payments that the . . . [widow] received 
were awarded to her in consideration of 
services rendered to the city by her husband 
in his lifetime.” ” 


The children of a decedent gave his 
former employee some securities, stating on 
their gift tax returns that the securities were 
“for an old and true friendship of over 20 
years.” The recipient was not taxed. “The 
winning of a decision by . . . [these donors] 
in these proceedings will certainly profit 

. . [the employee] nothing, nor will it 
profit . . . [the donors] anything. ... We 
think the reasons given by ... [the donors] 
in their gift tax returns for making the gifts 
have been established by a preponderance of 
the evidence. Bogardus v. Commissioner, 
supra.” ™ 


The American Bar Association, as trustee, 
was empowered to pay the income from a 
fund as a prize for a legal essay on speci- 
fied subjects. The winner was not taxed on 
his award. “In plain English the Associa- 


tion gave ... [the winner] the prize.... 

18 Brayton v. Welch, 41-2 ustc { 9539, 39 F. 
Supp. 537 (DC Mass.). 

19 O’Daniel v. Commissioner, 49-1 ustc { 9235, 
173 F. (2d) 966 (CA-2). 

2% Varnedoe v. Allen, 46-2 ustc { 9395, 158 F. 
(2d) 467 (CCA-5). 

21 McAdow, CCH Dec. 16,835, 12 TC 311 (1949). 

2 McDermott v. Commissioner, 45-2 ustc 
1 9340, 150 F. (2d) 585 (CA of D. C.). 

23 Stein, CCH Dec. 17,561, 14 TC 494 (1950). 
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The purpose .. . in creating and adminis- 
tering the ... prize was... to ‘give’ and 
to ‘incite’, not to employ or buy. . . . What- 
ever services the . . . [prize winner] ren- 
dered were not rendered to the trustee.” 
But the winner of an award given by a 
brewer for the best plan for postwar em- 
ployment was taxed. “Unlike the situation 
in Bogardus v. Commissioner . . . where the 
payor did not treat as expenses the pay- 
ments held to have been gifts, but charged 
them directly to surplus, ... [the brewer] 
treated the amount of the awards .. . as 
an expense of conducting its business for 
its current taxable year. Such treatment 
certainly indicates that . . . [the brewer] 
did not regard its award as the making of 
a gift.” * 


HOICE of language, however, is not de- 

cisive. An officer persuaded the chief 
stockholder of a corporation to accede toa 
reorganization, and the latter gave him some 
shares which were held to be _ taxable. 
“Whether or not the transfer of the stock 
constituted a gift is not to be determined 
from the fact that the transferor .°. . may 
have called it a gift, but rather from an 
examination of all the circumstances sur- 
rounding the transaction. Bogardus v. Com- 
missioner. ... The idea of distributing some 
of the new stock to the... [officer] neither 
originated with ... [the chief stockholder] 
nor met with his approval until, after con- 
sideration, he concluded that the execution 
of the plan as a whole might be of benefit 
to himself. Such considerations are not 
those of one about to make a gift.”™* “The 
terminology of the parties may not be 
ignored, but it has less weight than the facts 
and circumstances to prove the nature of the 
payment, Bogardus v. Commissioner. . . .”* 


Sometimes the corporation argues that 
the payment was compensation in order to 
get a wage deduction. “In weighing the evi- 
dence adduced we have recognized that the 
acts of the directors and the entries on... 
[the corporation’s] books of account are 
consistent with the theory advanced. Never- 
theless, it is our opinion that the disburse- 
ments here involved are neither ordinary 
nor necessary for the conduct of .. . [the] 
business.” * An individual employer-donor 


% Batterman, CCH Dec. 13,018(M), 1 TCM 667 
(1943), aff'd 44-1 ustrc { 9234, 142 F. (2d) 448 
(CCA-6). 

2% Raymond, CCH Dec. 10,775, 40 BTA 244 
(1939), aff’d 40-2 usrc { 9540, 114 F. (2d) 140 
(CCA-7). 

2% Snyder & Berman, Inc., CCH Dec. 11,105, 
41 BTA 1180 (1940), aff’d 41-1 ustc § 9133, 116 
F. (2d) 165 (CCA-4). 


July, 1951 @© TAXES—The Tax Magazine 








nat- 
‘en- 
”»2 
ya 
em- 
tion 
the 
yay- 
ged 
rer] 
. as 
for 
lent 
yer] 
x of 


de- 
hief 
toa 
ome 
ible. 
tock 
ined 
may 
an 
sur- 
‘om- 
ome 
ither 
der] 
con- 
ition 
nefit 
not 
‘The 
- be 
facts 
t the 

oe] 
that 
ar to 
 evi- 
t the 

are 
ever- 
irse- 
nary 
the] 
onor 


Mi 667 
) 448 


, 244 
» 140 


1,105, 
, 116 








may have similar reluctance about calling a 
payment a gift. A young lady was ques- 
tioned about not having included in income 
some $36,000 that she had received from her 


was a gift. When the revenue agent asked 
him why no gift tax return had been filed, 
he answered: “That wasn’t a gift. She 
earned it!” * 





wealthy boy friend, and she replied that it 





| ACQ. AND NON-ACQ.—Continued from page.514 | 


the house be builded, the place where they 
offered sacrifices, and let the foundations 
thereof be strongly laid. . . . And also let 
the golden and silver vessels of the house of 
God, which Nebuchadnezzar took forth out 
of the temple which is at Jerusalem, and 
brought unto Babylon, be restored, and 
brought again unto the temple which is at 
Jerusalem, every one to his place, and 
place them in the housg of God. ... 
.. that of the king’s goods, even of the 
tribute beyond the river, forthwith ex- 
penses be given unto these men that they 
be not hindered. Unto an hundred 
talents of silver, and to an hundred measures 
of wheat, and to an hundred baths of wine, 
and to an hundred baths of oil. : 
Also we certify to you, that touching any of 
the priests and Levites, singers, porters, 
Nethinims, or ministers of this house of 
God, it shall not be lawful to impose toll, 
tribute, or custom, upon them.” (Ezra 6 
and 7.) (Italics supplied.) 





gets. If they had to absorb additional ex- 
penditures, they would have to raise much 
more revenue—much more in many states 
than it would be economically possible for 
them to raise. 


Opening the entire field of incomes, es- 
tates and corporations to state taxation 
would induce ruinous migration. There 
would be extensive competition between 
the states as to the level of taxes. The 
lower the tax, the greater attraction to the 
wealthy. The higher the tax, the greater 
the motivation to establish residence else- 
where. The states would be confronted with 
the very difficult task of deciding between 
the level of revenue they must raise and the 
extent of competition amongst the states on 
tax rates that they could tolerate. Our 
whole tax structure would become helter- 
skelter, and no individual or corporation 
would be able to ascertain in advance what 
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The kinds of moncy used to pay taxes in 
those days were the gold daric and silver 
siglos. Both had the same design—the 
king either kneeling or running and holding 
in his right hand a javelin and in his left, 
a bow. But no matter how much wealth 
they acquired, these men of God were 
exempt. 


C. E. Tuckwoop 
PHILADELPHIA 


Another Reaction to Spector Case 
SIR: 


I am advised by the attorney general’s 
department that it does not consider the 


' Spector Motor case applicable to North 


Carolina, since our taxes are levied on bases 
different from the tax levied in the 
Spector case. 


EvucENE G. SHAw, COMMISSIONER 
RALEIGH, NortTH CAROLINA 





the consistent tax policy of a particular 
state might be. 


One of the largest sources of revenue in 
most states today is in the excise field. As 
bad as these excise taxes are, the states 
would have to resort to even greater excise 
and sales taxes. The federal government, 
of necessity, would extend its taxing power 
to an even greater extent than at present. 
This would make it that much harder for 
the states to derive additional revenue from 
this source. 


All in all, I should think that the motiva- 
tion to open up various fields of taxation to the 
state would boomerang against the sponsors 
of the proposed constitutional amendment. 


Creates Deficits 


5. The adoption of this proposal would 
doom not only the federal government to 





7 Robert M. Yoder, ‘‘Don’t Shoot Your Wife 
Before March Fifteenth,’’ The Saturday Eve- 


ning Post, March 5, 1949, p. 115. 
Tax-Wise 


deficit financing but would destroy the 
ability of the federal government to raise 
sufficient revenue to retire the federal debt. 
Sound fiscal policy dictates that the budget 
should be balancéd and the federal debt 
partially reduced over the business cycle. 
During periods of high levels of produc- 
tion, sufficient reyenue should be raised not 
only to balance the budget but to retire 
considerable proportions of the debt. Dur- 
ing periods of excessive unemployment, the 
federal government has an additional re- 
sponsibility as outlined in the Employment 
Act of 1946 to promote maximum produc- 
tion, employment and purchasing power, 
and cannot and should not balance the 
budget. The adoption of this suggested con- 
stitutional amendment would not permit the 
federal government to engage in a sound 
tax, fiscal or even economic policy. As a 
matter of fact, it would not permit us to 
raise sufficient revenues to meet current 
budgets during this emergency period, to 
say nothing of precluding the raising of 
sufficient revenue in the post-emergency 
period to cover normal government expendi- 
tures, as well as to reduce the outstanding 
federal debt. 


Not the Means for the End Sought 


6. One additional motivation of those in- 
dividuals and organizations sponsoring this 
proposed amendment might well be the de- 
sire to re-establish states’ rights. This is 
motivated by a feeling that the federal gov- 
ernment has encroached upon many of the 
responsibilities and prerogatives of the 
various states, and, therefore, that the fed- 
eral government must be taken out of the 
states’ problems. If this be the motive, 
whether we agree with it or not, it seems to 
me that we ought not to attempt to solve 
the problem of states’ rights through im- 
proper use of our tax structure. If there is 
a desire to take the federal government out 
of the hair of the various states, the efforts 
to do such should be made through the 
election processes. Elections should be held 
on issues relating to the problem of the 
federal-state relationship where all the citizens 
could participate in voting to determine the 
results. If we really believe in free, demo- 
cratic government and the right of indi- 
viduals to vote and participate in elections, 
then we should tackle the federal-state rela- 
tionship problem (if we consider it a prob- 
lem) frontally and not through the back 
door. If we really think that the federal gov- 
ernment is imposing an uneconomic level 
of taxes upon corporations or individuals, 
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the thing to do is not to limit the power of 
Congress to tax, but to elect Congressmen 
and Senators who will support the kind of 
taxes which the voters of the country desire, 
We cannot anticipate the need for federal 
revenue. No limits should be placed upon 
the power of the government to tax. It is 
the responsibility of our duly elected Con- 
gressmen and Senators to see that the tax 
rates adopted are not uneconomic and de- 
structive. 


I do not think that the charge that present 
taxes are too high or uneconomic is justified. 
I think the federal Congress and its elected 
representatives are carrying out their re- 
sponsibilities. In those instances where I do 
think they are presently not carrying out 
their responsibilities in the tax field, I would 
choose to approach the problem through our 
elective processes. I would not propose to 
limit, as this proposed constitutional amendment 
does, the power of the elected individuals. 


No Tax Cut 


7. I assume that further support for this 
proposal grows out of the legitimate desire 
to cut one’s own taxes. This, however, 
would not be the result for the great mass of 
taxpayers. The incidence of taxation would 
be shifted to the middle- and low-income in- 
dividuals. High-income individuals and cor- 
porations stand to benefit from this proposal. 
But that isn’t all. Federal taxes would be 
reduced, but regressive state taxes would be 
increased—just shifting the burden of taxes. 
That really is the motivation behind this 
proposal. 

We certainly must keep in mind the new 
and continually added obligations of our 
federal government and the growing re- 
sponsibilities of our state governments. As 
great as the personal desire of some may be 
to reduce their taxes, such desire must not 
take precedence over our national and state 
obligations. If we are “to meet military 
obligations, both domestic and international, 
our taxing power must not be hamstrung, I 
feel certain that this proposal would bank- 
rupt and destroy our federal government; 
would make us a weak nation; would re- 
move us from the field of leadership amongst 
the countries of the world and doom us to an 
inferior world position. 


What Is a War Period? 


8. The constitutional amendment, as sug- 
gested, permits an exemption from the 25 
per cent limitation only “in the event of a 
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war in which the United States is engaged, 
creating a grave national emergency re- 
quiring such action to avoid national dis- 
aster, the Congress by a vote of % of two 
of its Houses may, for a period not exceed- 
ing one year, increase beyond the limits 
above prescribed . .. .” The restrictive 
character of this exemption for all practical 
purposes means there is no provision made 
to face emergency situations such as that 
now confronting us. We would have to be 
engaged in actual war and hostilities, and 
then have three fourths of the House and 
Senate agree to permit a tax above the 25 per 
cent limitation, and then for only one year. 


We may not be in a war at all, or at least 
for many years to come, but expenditures 
will be very large and, of necessity, will 
have to continue at a very high rate. It has 
been estimated by many people in responsible 
positions in our federal government that the 
present emergency may last for at least ten 
years, during which time we will not actually 
be engaged in an all-out war, but during 
which time it will be necessary for us to 
maintain a high level of military prepared- 


ness. If this constitutional amendment were 


in force during this period, we would be un- 
able to balance the budget. We would be 
unable to come close to following the basic 
principle with which many people of the 
United States agree, that is, the principle 
of pay-as-you-go. 


By not having a balanced budget, we shall 
be contributing to the inflationary dangers 
resulting from large-scale continual deficit 
financing. 


All in all, this proposal to amend the Con- 
stitution is one that, upon careful examina- 
tion, I feel certain will be rejected. It seems 
to have a lot of emotional appeal but lacks 
reasoned support. In this field of taxation 
and fiscal policy, the American people can- 
not afford to be swayed by emotion. In the 
last analysis, our democratic system of gov- 
ernment, our elected state and federal of- 
ficials, our privilege to vote and participate 
in elections are all sufficient safeguards against 
the “evils,” if evils they be, which this pro- 
posal desires to correct. 


Mr. Foley 


Don't shift the tax burden. 

ODAY income taxes are exacted on the 

basis of ability to pay. This, in my view, 
is an eminently fair and equitable principle. 
3ut shackling Congress with a 25 per cent 


Tax-Wise 


limitation in the face of the mountainous na- 
tional debt and our large-scale commitments 
in support of national defense efforts, can 
only result in having those persons least able 
to carry the burden shouldering a dispro- 
portionate responsibility. 

The needs of the government should al- 
ways determine the amount of income taxes 
that are to be exacted. As the needs vary, 
the amount of the taxes exacted should be 
adjustable and adjusted. 


A dynamic political, economic and social 
environment requires flexible techniques to 
permit constant readjustment. The 25 per 
cent limitation would create unforeseen dif- 


ficulties and would violate the principle of 
fairness. 


Mr. Maguire 


Congress ought to have large and di- 
versified discretion in raising revenue. 


ONSTITUTIONAL restriction of fed- 

eral individual income tax rates by a 
ceiling of 25 per cent, with or without like 
restriction of estate and gift taxes, has wide 
and important possibilities. A few may be 
briefly indicated. States could increase these 
revenues, but would probably have to take 
over from the United States costly functions 
which our citizens now expect government 
to discharge. Entirely aside from revenue 
questions, such reallocation would be pro- 
foundly unsettling. Deep popular resentment 
would surely follow replacement of a sharply 
progressive tax by a substantially flat rate 
tax slicing no larger percentage from the 
rich man’s many income dollars than from 
the poor man’s few dollars. Prodigious 
pressure would be generated for ¢1) reduc- 
tion of personal and family exemption, (2) 
abolition of such exemptions as those ac- 
corded state and municipal bond interest 
and (3) narrowing the scope and decreasing 
the amount of deductions under, and credits 
against, the individual income tax. 


A general federal sales tax, or manu- 
facturers’ excise tax, might wedge its way 
into the fiscal system; indeed, it might start 
off at high rates. Maintenance, let alone de- 


velopment, of a social security system could 
be menaced. 


In an era of emergencies, we should re- 
spect the principle that a supreme, and there- 
fore supremely responsible, federal govern- 
ment is safest if it can employ to the full 
its essential delegated powers. Specifically, 
the Congress ought to have large and di- 
versified discretion in raising revenue. That 
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there are wise, though indefinite and variable, 
top limits on income tax rates cannot be 
denied. That we are overstepping those 
limits is quite likely. But, since the taxes 
are applied to a free and intelligent people, 
relief can better be sought from time to time 
through force of political persuasion than 
through fixed constitutional restraint. 


Mr. Griswold 


The sponsors are living in a dream 
world. 


Y THOUGHT would be that this is a 

most unfortunate provision, and that the 
persons who are sponsoring it are living in 
a dream world. Such a constitutional pro- 
vision, if made effective, would hamstring 
our government at a time when it needs its 
greatest powers, in the interest of all of us. 


If we lived in a very simple time and 
place, if we were back in the eighteen- 
nineties, such a limiting provision as this 
might seem very attractive—though, signifi- 
cantly enough, it was not needed then. But 
the times have changed, whether we like it 
or not. Government today is confronted 
with problems of a complexity and a scope 
which could not have been contemplated at 
an earlier time. If we are willing to recognize 
the realities of our present situation we must 
also be willing to recognize that the fiscal 
powers of the government cannot wisely or 
safely be shackled at such a time as this. 


In addition, the proposed constitutional 
amendment seems objectionable to me since 
it would make it difficult or impossible to 
carry out the general objective that mem- 
bers of our society should contribute to its 
support in proportion to their ability to pay. 
This principle, I believe, can be effectively 
applied only on a progressive basis. Pro- 
gression is really not very much progression 
at all if it is limited to twenty-five per cent. 


All in all, the proposed constitutional 
amendment seems to me to be unwise, un- 
sound and unfortunate. It may be super- 
ficially appealing, but we should surely have 
the capacity to look beyond the surface. 


Mr. Tarleau 


It is not advisable to restrict the fed- 
eral government’s judgment as to how 
the tax burden should be allocated. 

T IS MY VIEW that a constitutional 


amendment which places a ceiling of 25 
per cent on federal income taxes would be 


extremely unfortunate. The federal govern- 
ment’s power to levy income taxes is to- 
day a vital part of its fiscal armory and to 
curtail that power so radically would, seriously 
interfere with its ability to finance its budget 
requirements. Without question, another 
source of revenue would have to be found 
to make up for this sizable loss of taxes. 


Some may take the position that the 
Treasury is relying too heavily on income 
taxes for its revenue and too little on ex- 
cise taxes. Whether or not this is so, I 
would think, is a matter tasbe judged in the 
light of economic conditions existing at the 
time each budget is established. However, 
it seems hardly advisable to restrict the 
free exercise of the government’s judgment 
as to how the tax burden should be allocated. 


It might also be observed that the states 
have adapted themselves to the situation 
where the government can be counted upon 
to levy the bulk of its taxes on individual 
and corporate incomes and to leave the 
sizable retail sales field to them. It should 
be a matter of considerable concern to them 
that the federal government, in the face of 
reduced income tax revenues, may be obliged 
to enter the fertile retail sales tax field. 


Mr. Holzman 


The amendment would defeat the ob- 
jectives of equitable taxation. 


S I SEE IT, an income tax law should 
+ have one or more of the following objec- 
tives: (1) the desire to obtain the maximum 
revenue, (2) the desire to key payments to 
the individual’s ability to pay, (3) the desire 
to impose an anti-inflationary curb and (4) 
the desire (of some economists) to restrict 
“net after taxes” for social purposes. 


The 25 per cent ceiling would defeat all 
four of these objectives: (1) in terms of 
present-day collections, this is a ridiculously 
low top surtax bracket; (2) it would tax 
low-income earners according to their ability 
to pay while effectively ignoring the higher 
incomes; (3) it would encourage additional 
salary grabs by executives who at present 
might feel that increases would not be war- 
ranted because of high taxes; (4) it would 
permit income to reach any level without 
restraint except for the Commissioner’s power 
to disallow unreasonable compensation. 
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Administrative .e« 


Federal Taxes 
INCOME 


Status in armed forces of member of Civil 
Air Patrol.—Facts: The issue in this case 
centered on whether the taxpayer, a member 
of the Civil Air Patrol during the year 1943, 
could be considered to have been in active 
service in the military forces of the United 
States, as that term is used in Section 
6(d)(1) of the Current Tax Payment Act of 
1943, and therefore be entitled to the benefits 
prescribed in that section. 


Decision: The court decided that the tax- 
payer should be considered to have been in 
active service. He was just as much a 
soldier as if he had enlisted as such. He 
was subject to court martial, his volition 
was taken away from him, and he per- 
formed service during an emergency. He 
should not be denied the benefits of the 
above statute because of his technical classi- 
fication as a member of the Civil Air Patrol. 
In an emergency he was incorporated into 
the military forces and actively rendered 
service as a soldier. The only required status 
was that as a taxpayer he render active 
service in the United States military forces. 
This he did.—Popham v. U. S., 51-1 ustc 
{ 9287 (DC Mo.). 


Sale of growing crop: Ordinary income 
v. capital gain—Facts: The taxpayer trans- 
ferred a citrus grove with the growing crop 
of fruit on the trees and all of its other 
assets, except cash, to its stockholders dur- 
ing the taxable year. A cash down payment 
and a purchase-money note and mortgage 
payable in annual installments over a period 
of fifteen years were received therefor. The 
taxpayer has not engaged in any business 
since the transfer and has made distribution 
to its stockholders of the installment pay- 
ments as they have been received. The 
stockholders transferred the grove and other 
properties to a partnership which they 
formed after acquiring such properties. The 
fruit crop was gathered and sold by the 


Interpretations 


partnership as it matured. In its return of 
income it reported the full amount of the 
proceeds therefrom without deduction of 
any portion of the stockholders’ purchase 
price of the grove and properties. The tax- 
payer, in its return, reported the transaction 
between it and the stockholders as an in- 
stallment sale and reported the amount 
realized from the payment made in that year 
as long-term capital gain. In determining 
the deficiencies for the taxable year, the 
Commissioner determined that the transac- 
tion was a sale and made no change in the 
amount of capital gain reported. However, 
he determined the fair market value of the 
fruit crop on the trees at the time of the 
sale and increased the ordinary income re- 
ported by the taxpayer by that amount. 


Decision: Neither the issues raised nor 
the record as made affords any basis for the 
application of Section 45, dealing with the al- 
location of income and deductions, by the 
Commissioner to the amount received by 
the taxpayer and by the Burrells individu- 
ally for the fruit crop on the trees at the 
time of the sale. Furthermore, any prop- 
erties of the taxpayer acquired by the stock- 
holders in excess of the selling price could 
only have been acquired either as dividends 
in kind or as distributions in liquidation, and 
since such distributions could not result in 
the realization of any gain by the taxpayer, 
the Commissioner erred in increasing the 
taxpayer’s income by any amount because 
of the fruit crop. —Burrell Groves, Inc., CCH 
Dec. 18,314 (16 TC —, No. 142). 


Legal expenses incurred in contesting suit 
to compel payment of alimony arrearage.— 
Facts: The taxpayer was in arrears in the 
payment of alimony to his former wife. 
The alimony agreement was incorporated 
in the divorce decree. The wife instituted 
suit to compel him to pay this arrearage. 
The taxpayer had not appealed from the 
divorce decree, and it had become final. 
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The agreement was incident to the divorce. 
The taxpayer sought to deduct the expenses 
for legal fees incurred in contesting the suit 
under the provisions of Section 23(a) (2). 


Decision: The expenses incurred and 
paid in contesting the action to compel the 
payment of the back alimony were held not 
tc come within the scope of Section 23(a) (2) 
which permits the taking of deductions for 
nonbusiness, ordinary and necessary ex- 
penses paid or incurred “for the production or 
collection of income, or for the management, 
conservation or maintenance of property held 
for the production of income.”—Donnelley, 
CCH Dec. 18,322 (16 TC —, No. 145). 


Year of worthlessness of bad debt.— 


Facts: A debt was owed to the taxpayer by 
a corporation which was owned by three 
individuals. These persons were also per- 
sonally liable for the payment of the debt 
because of their separate endorsements on 
the note evidencing the obligation. The 
only living and solvent one of these persons 
died in 1941. The taxpayer learned of his 
death in 1942 but filed no claim against his 
estate, because at that time such action was 
already barred by the statute of limitations 
of the state involved. The taxpayer took a 
deduction for a bad debt on his 1942 income 
tax return, and the Commissioner disal- 
lowed it. 


Decision: The debt was held to have be- 
come worthless in 1941 when the last of 
the three individuals died. The note, not 
having been a sealed instrument under the 
pertinent state law, was barred by the stat- 
ute of limitations during the life of the de- 
ceased. Although it was not entirely 
worthless while that individual lived, it be- 
came so upon his death, since, again under 
state law, the administrator of his estate was 
prohibited from paying such barred debts. 
—Ladson Lumber Company v. Allen, 51-1 
ustc J 9293 (DC Ga.). 


Benefits equivalent to cash.—Facts: The 
taxpayer was coexecutor of her husband’s 
estate. Under the terms of the will and 
Pennsylvania law she was obligated to re- 
imburse the estate for estate taxes attributa- 
ble to inclusion in the husband’s gross estate 
of the taxpayer’s interest in property owned 
by them as tenants by the entirety or joint 
tenants. By agreement with her coexecutors, 
she waived her claim to commissions for 
acting as coexecutor of the will in return 
for her release from liability for the Penn- 
sylvania estate taxes. It was contended that 
she was liable for income taxation on these 
waived commissions. 


Decision: The court held that she must 
report as income her share of the waived 
commissions. Such commissions were in- 
come to her, although she did not actually 
receive the cash, since she did receive what 
she had formally agreed was an equivalent 
benefit—Clarke v. U. S., 51-1 ustc {J 9317 
(CA-3). 


Allocation of earnings.—Facts: The tax- 
payer attempted to set up a partnership 
arrangement with his minor son in his farm- 
ing and ranching business, but the arrange- 
ment was deemed not to be valid. In spite 
of this decision, the taxpayer contended that 
the court was in error in not allocating some 
of the income to his son as earned by him 
or in not allowing deductions for amounts 
paid to him as services. 


Decision: The court held that there was 
no basis in the evidence for determining the 
amount of the income which should be allo- 
cated to the son or which should be allowed 
as deductions for his services. There were 
no steps taken in the burden of showing the 
amount due to the son for the sporadic work 
he accomplished or in showing that he 
worked under any agreement for pay.—Batman 
v. Commissioner, 51-1 ustc J 9305 (CA-5). 


Purchase of goods for over-ceiling prices. 
—Facts: The taxpayer purchased scrap 
rubber tires for use in its business of making 
rubber tire patches and reliners. It was de- 
termined that payments in excess of ceiling 
prices were made to the seller for these 
tires. The taxpayer sought to include these 
over-ceiling payments in its cost of mate- 
rials in computing the cost of goods sold to 
arrive at the amount of its gross profits from 
sales. 


Decision: Basing its decision on a prior 
case, the court held that the over-ceiling 
payments are a part of the cost of goods 
which the taxpayer resold and, as such, 
should be included in the cost of goods sold 
in determining gross income. However, the 
court also held that the inclusion of such 
costs in the total cost of goods sold does 
not constitute a deduction of the costs under 
Section 23.—Colonial Rubber Company, Inc., 
CCH Dec. 18,307(M) (10 TCM 434). Fol- 
lowed in Weisman, CCH Dec. 18,293(M) 
(10 TCM 409), in computing the amount of 
a corporation’s profits which was taxable to 
the taxpayer. 


Taxpayer failed to prove... that all the 
compensation paid by the taxpayer to the 
president of a sales agency who also served 
as taxpayer’s president and arranged for 
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financial aid for the taxpayer was reasonable 
(Texagon Mills, Inc., CCH Dec. 18,299(M), 
10 TCM 422); that bonuses paid during the 
war years to its stockholder-officers in addi- 
tion to their regular salaries were not ex- 
cessive (Builders Steel Company,,CCH Dec. 
18,300(M), 10 TCM 426). 


Cohan rule applied . . . when the absence 
of records forced the court to estimate the 
portion of travel, entertainment and other 
business expenses claimed that was prop- 
erly deductible as ordinary and necessary 
business expenses (Missir, CCH Dec. 
18,297(M), 10 TCM 417); when the court 
allowed a deduction for the value of jewels 
stolen from the taxpayer on the basis of the 
taxpayer’s report of the theft to the police 
rather than on the evidence presented at the 
trial (Wallach, CCH Dec. 18,295(M), 10 
TCM 410). 


ESTATE 


Taxes on restricted Indian’s estate.— 
Facts: The decedent, a restricted Indian, 
left an estate which included land, cash and 
a royalty interest in mineral lands. The 
taxpayer sued to recover federal estate taxes 
levied on the decedent’s estate. It was 
claimed that a federal law permitting the 
state of the decedent’s residence to levy a 
gross production tax on all zinc and lead 
produced on certain Indian lands but no 
other state taxes excludes the paying of any 
tax, federal or state. 


Decision: It was held that the federal law 
in question prohibits the state from levying 
any other tax but does not impair any fed- 
eral tax. Consequently, no exemption from 
federal estate tax is allowable—Roberts v. 
U. S., 51-1 uste J 10,809 (Ct. Cls.). 


Notes unsupported by consideration.— 
Facts: Each year the decedent evidenced 
his intention of giving his son a certain sum 
of money by means of a note. Each year 
the note became larger by the amount of 
money which was added to it for the current 
year.. Should the note held by the son at 
the time of his father’s death be deducted as 
a claim against the estate, incurred bona 
fide and for an adequate and full considera- 
tion in money or money’s worth, within the 
meaning of Section 812(b) (3)? 


Decision: The note was deemed to be not 
deductible from the decedent’s estate for 
estate tax purposes, because it was not sup- 
ported by an adequate consideration. The 
exchange of the old note each year for a 
larger one could not be called a transfer for 
an adequate consideration.—Ensley v. Don- 
nelly, 51-1 ustc J 10,815 (CA-5). 


Interpretations 


GIFT 


Gift in trust for benefit of minor.—Facts: 
The taxpayer made a $3,000 gift to his minor 
grandson. In order to make certain that the 
gift would qualify for the annual exclusion, 
it was made in trust and the trustee was 
directed to pay to the beneficiary or apply 
on his behalf such income from the trust 
and so much of the principal thereof as 
might be necessary for his education, com- 
fort and support and to accumulate all in- 
come not so needed until the grandson 
should reach twenty-one years of age. It 
further provided, however, that the benefi- 
ciary should be entitled to all or any part of 
the trust estate or to terminate, in whole or 
in part, the trust estate at any time the 
donee or the legally appointed guardian for 
his estate should make demand therefor by 
written instrument filed with the trustee. 
The question for decision concerned whether 
the gift was of a present or future interest. 


Decision: The court decided that the gift 
was one of a present interest. The Com- 
missioner’s contentions to the contrary were 
overruled because, by using disabilities estab- 
lished by law in the case of minors as a 
ground for claiming that a transfer is one 
of future interest, he does not follow the 
intent of the gift tax law. His position 
would make it nearly impossible to make a 
gift of a present interest to a minor.— 
Kieckhefer v. Commissioner, 51-1  vustc 
J 10,812 (CA-7). 


State Taxes 
USE 


Alabama use taxation of third party to 
transaction.—Facts: Would amounts re- 
ceived by a company for sharpening and 
servicing machinery and equipment for 


butchers and meat dealers be exempt from 
use tax? 


Decision: The fees so received are not 
exempt from the Alabama use tax. The 
company is not cutting and processing meat 
or preparing it for market and, therefore, 
cannot claim under the statutory exemption 
which is for the benefit of the taxpayer and 
not for the benefit of a third person who is 
engaging in a different business.—State v. 
Southern Saw Service, Inc., 2 stc {250-138 
(Ala. S. Ct.). 


INHERITANCE 


Taxation of District of Columbia remain- 
ders.—Facits: The decedent in her will di- 
rected the trustee to pay a certain monthly 
sum to her sister for her life. These pay- 
ments were to be free and clear of all in- 
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come taxes. Upon the sister’s death, the 
remainder of the trust fund was to be equally 
divided and paid to the taxpayers. The 
taxpayers were assessed the amount they 
would receive after the death of the primary 
beneficiary. This amount was paid under 
protest, because they claimed that to pay 
the sister the prescribed monthly sum, ex- 
clusive of taxes, would require a much 


larger sum than the total of the monthly 
payments each year. 


Decision: The larger sum rather than the 
total of the monthly payments per year 
should be used in computing the trust re- 
maindermen’s share for tax assessment pur- 
poses.—Dreyfuss v. District of Columbia, 
CCH INHERITANCE ESTATE AND GiFt Tax 
Reports { 17,389 (D. C. BTA). 


| THE IMPACT OF THE SPECTOR DECISION—Continued from page 528 | 


where the particular state’s income tax 
law has not been before the country’s 
highest court. 


Minority Opinion 


Justice Clark wrote a dissenting opinion 
in the Spector case in which Justices Black 
and Douglas joined. 

Exception is taken therein to the ma- 
jority’s restatement and application of prece- 
dents of two or three decades ago and to 
the use of a standard applied to “exclusively 
interstate” business different from that applied 
to business both intrastate and interstate. 
Reference is made to decisions of the Su- 
preme Court during the past decade recog- 
nizing the right of states to make interstate 
commerce pay its way and particularly to 
an opinion which had expressed the view 
that even if a taxpayer’s business were 
wholly interstate commerce, a nondiscrimi- 
natory tax upon the net income of a foreign 
corporation having a commercial domicile 
within the taxing state or upon net income 
derived from within the state would not 
be prohibited by the commerce clause. 
(Memphis Natural Gas Company v. Beeler, 
315 U. S. 649, 656.) “Exclusively interstate 
commerce” is regarded by the minority as 
receiving adequate protection “when state 
levies are fairly apportioned and nondis- 
criminatory.” [The End] 


California Spector Ruling 


The following extract from Mr. Campbell’s 
letter was received too late to be used with 
the other states’ letters last month. 


The California Corporation Income Tax 
Act is complementary to the California 
Bank and Corporation Franchise Tax Act. 
The subject of the tax under the first is net 
income; under the second it is the privilege 
of exercising corporate franchises in this 
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state. We have always regarded the Bank 
and Corporation Franchise Tax Act as being 
inapplicable to a corporation engaged ex- 
clusively in interstate commerce for a state 
may not impose a charge for the enjoyment 
of a right granted by the United States 
Constitution. I make this latter statement 
in order that we may not overlook the 
distinction made by the United States 
Supreme Court between a tax whose subject 
is the privilege of engaging in interstate 
commerce and a tax whose subject is the 
net income from such commerce. 


It is settled by decisions of the United 
States Supreme Court that a tax on net 
income from interstate commerce, as dis- 
tinguished from a tax on the privilege of 
engaging in interstate commerce, does not 
conflict with the commerce clause. A state 
may tax net income from operations in 
interstate commerce although a tax on the 
commerce is forbidden. State power to im- 
pose a tax on net income wholly derived 
from interstate commerce was recently re- 
affirmed in Memphis Natural Gas Company 
v. Beeler, 315 U. S. 649. 


The use of income as a measure rather 
than the subject of the tax in the Bank and 
Corporation Franchise Tax Act is in con- 
formity with a method of taxing national 
banks authorized by Section 5219 of the 
United States Revised Statutes that permits 
the inclusion of income in the measure of 
the tax that could not be made the subject 
of the tax. The use of income as the sub- 
ject of the tax in the Corporation Income 
Tax Act is in conformity with the decisions 
of the United States Supreme Court hold- 
ing that a state may tax net income from 
interstate commerce even though it cannot 
tax the privilege of engaging in interstate 
commerce. 

JouHN J. CAMPBELL, 
EXECUTIVE OFFICER 


FRANCHISE TAx BOARD 
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Canadian Tax LeHer 


Income Tax Regulations 


The new tax rates become effective July 1, 
1951, and the tax must be withheld at the 
source from employees’ income. To imple- 
ment the changes, new regulations have 
been issued. 


In addition to introducing a new table of 
tax deductions, the Regulations provide that 
tax withheld by employers shall be paid to 
the Receiver General of Canada on or be- 
fore the fifteenth day of the month follow- 
ing the month in which the employer paid 
the remuneration. 


The Regulations provide further that in 
the case of a bonus or retroactive increase, 
where the employee’s total remuneration 
will not exceed $5,000 in the calendar year, 
the employer may deduct eighteen per cent 
of such payment in lieu of the amount 
determined by the tax deduction tables. 
Where an employee’s remuneration, includ- 
ing the retroactive increase, exceeds $5,000, 
the tax deductible in respect to the retro- 
active increase is an amount equal to the 
difference between the tax payable before 
and after the increase multiplied by the 
number of pay periods to which the increase 
is retroactive. 


The tax deduction, in respect to services ° 


rendered in Canada by a nonresident who is 
not in continuous employment, has been 
increased to eighteen per cent. 


Controlling Interest in Company 
Held by Previous Owner 


The taxpayer, a newly formed company, 
appealed from the disallowance of a depreci- 
ation deduction by the Minister. It was dis- 
closed that the present owner of the company 
had owned it for a short time previously dur- 
ing its reorganization. The Minister was of the 
opinion that the Income War Tax Act did 
not permit the depreciation, because the 
previous owner was now the present owner 
and the previous owner had already fully 
depreciated the assets. 


The Board said that although the present 
owner was an owner for a very short inter- 
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val during the reorganization of the com- 
pany, taxing acts must be construed strictly 
and without regard to equity. Since the 
Income War Tax Act specifically prohibits 
a deduction for depreciation in these cir- 
cumstances, the Board held that it was 
bound by that act.—Hendershot Paper Prod- 
ucts, Ltd. v. Minister of National Revenue, 
CCH CANADIAN Tax Reports J 86-261. 


Prairie Province Amendments 


Pursuant to the Dominion-Provincial Tax 
Agreement, the Provinces of Alberta, Mani- 
toba and Saskatchewan have amended their 
corporation income tax acts to conform with 
the Dominion Income Tax Act. Some of 
the major changes concern the following 
subjects: (1) exclusions from income of 
war-savings certificates and prospecting prof- 
its; (2) contributions to employees’ profit- 
sharing plans; (3) transfers of rights to 
income; (4) charitable gifts; and (5) income 
from blocked-currency countries. 


Business Losses 


The taxpayer, on the dissolution of the 
first partnership of which he was a partner, 
was owed money by the other partner, his 
son-in-law. Although he was legally entitled 
to his share, he would not exercise his right 
by litigation because of the relationship 
between him and his son-in-law. A second 
partnership was formed, and it sustained a 
loss which the taxpayer claimed was de- 
ductible from the income of the first part- 
nership. 


The allowance of this loss was not per- - 
mitted. The fact that the taxpayer did not 
receive the share to which he was entitled 
on the dissolution of the partnership is 
immaterial, since he could have received his 
full share through an action. No deduction 
was permitted for the loss sustained by the 
second partnership, since the evidence showed 
that it was not the same business as was 
carried on by the first partnership.—Farber 
v. Minister of National Revenue, 51 DOMINION 
Tax CASES J 1-228. 
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Books ... 


Nothing to Fear 
but the Future of the Dollar 


The Nineteen Fifties Come First. Edwin 
G. Nourse. Henry Holt and Company, 257 
Fourth Avenue, New York 10, New York. 
1951. 184 pages. $2. 


Playing with economic ideologies is some- 
thing like playing with dynamite caps while 
saying to one’s self: “I know what I am 
doing, I. know how to handle this stuff. 
I won’t get hurt.” 


Mr. Nourse warns: “Oh, yes, you will. 
The fuse is shorter than you think.” 


His book is a diagnosis of inflation and 
all the pustules that go with it and how it 
can be acquired by an economy. It is 
written in a readable, conversational style, 
not in the stylized formulations of the 
traditional economist. 


For three years the author served as the 
first chairman of the Council of Economic 
Advisers, which was set up by the Employ- 
ment Act of 1946. He resigned when he 
found that “under existing circumstances 
the council could not operate as a profes- 
sional and non-political agency.” 


From the vantage point of his former 
position in the household of the President, 
the author could watch a drift toward 
statism “by those who in fact are seeking 
a different goal,” and to notice a failure 
on the part of many who profess an ortho- 
dox belief to “stand by their own principles 
in the hour of trial.” 


Mr. Nourse’s indictment just quoted was 
made in reference to the failure to balance 
the federal budget in the last five years of 
prosperity, in spite of all the foreswearing 
and in spite of the fact that all signs pointed 
to a surplus of about $5 billion, which 
would have reduced the war-swollen national 
debt by about $25 billion, leaving a remain- 
der of approximately $225 billion. 


Inflation is no way of life, and one way 
to lessen the effects of inflation is for the 
government to adopt and follow a program 
of sound management of its debt and turn 
its back for the time being on programs 
pregnant with political aggrandizement and 
inflation. Neither is militarism a way of 
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life, the author warns. “History shows 
plainly the disasters that inflation brings 
in its train. But many people are ready 
to take a gamble and ‘get while the getting 
is good’. ; 

“Now I am ready to admit that we may 
conceivably get by without a grand smash. 
I am too much of a social scientist to be 
dogmatic on a point like this. We are 
dealing with a matter of human behavior, 
not a merely mechanical process, and it is 
impossible to say that 150-odd million people 
absolutely will act in one particular way 
and not in any other way.” 


People do try to exempt themselves from 
the pinch of high prices. “. labor 
unions do it by raising wages and the 
employers do it by raising prices. But 
labor complains that its new wages are 


,99 


‘paid with wooden nickels’. 


The author criticizes the practice of tying 


-raises to the Consumers’ Price Index as a 


heavy contributor to the inflationary whirl- 
wind which now spins our economy. 


Mr. Nourse might write a sequel to this 
book some years hence entitled “I Told You 
So” unless more businessmen read this one 
and urge that the sound principles advanced 
are adopted by the government. The Con- 
sumers’ Price Index has risen from 168.2 in 
January, 1950, to 181.5 a year later, and in 
April, 1951, it stood at 184.6. 


More Worry About Dollars 


Defense Without Inflation. Albert G. Hart. 
The Twentieth Century Fund, 330 West 
42nd Street, New York 18, New York. 
1951. 186 pages. $2. 


This is another book which expresses 
concern over the future of the dollar. 


In 1949, the Twentieth Century Fund 
embarked on a major study of how the 
peacetime economy might best be stabilized 
at high levels of activity and employment. 
When the Korean crisis broke, the director 
of the study, Albert G. Hart, who had 
written about two thirds of his report, was 
forced to suspend work on it and prepare, 
instead, a series of briefer reports on the 
main problems of stabilization in a mobil- 
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ized economy. This book offers recommen- 
dations for dealing with inflation during 
this defense period: increased corporate taxes, 
preferably the normal tax; increased excise 
taxes; increased individual income taxes; 
and temporary price-wage control. 


Behind the Legislative Curtain 


Congress Makes a Law. Stephen Kemp 
Bailey. Columbia University Press, 2960 
Broadway, New York 27, New York. 1950. 
282 pages. $3.75. 


What happens before a law is passed by 
Congress? To answer this question in 
terms of a single case history, the author 
read approximately 400 documents, books, 
mimeographed releases and other types of 
printed material; conducted about 400 in- 
terviews; and made field trips to the home 
towns of the twelve key members of Con- 
gress who finally decided in conference the 
fate of S. 380, which eventually passed as 
the Employment Act of 1946. 


In selecting this particular statute for 
study, the author was not saving himself, 
for it had about as complex a career as 
can be imagined. Passed in the Senate, it 
was completely rewritten in the House 
and eventually what appeared was “the 
eclectic product of the personalities and 
pressures which struggled for more than 
a year.” 


The study, however, was well worth 
making. The almost fortuitous calamities 
that can overtake a piece of legislation are 
illustrated here—an early draft, never intro- 
duced in Congress, had mentioned the 
sureau of the Budget, and a House parlia- 
mentarian, remembering, sent the Senate 
version of S. 380 to the House Committee 
on Expenditures in the Executive Depart- 
ments, “heavily weighted on the conservative 
side,” rather than to the House Labor 
Committee, where it properly belonged. 


The story illustrates as well how far the 
legislative process of necessity has changed 
in our increasingly complex society. Chap- 
ter 4, “The Staff in Room 15A,” gives the 
names—most of them completely unknown 
to even politically sophisticated voters— 
and the activities—equally unsuspected— 
of the staff which kept interest in the bill 
alive, supplied facts and rallied support. 
The use by the bill’s sponsors of pressure 
groups to help build a public opinion in 
favor of the measure is described in detail. 

The case of S. 380 points up some dan- 
gerous weaknesses in our system. The 
Senate passed the bill after twelve days of 
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committee hearings, a few days of closed 
committee hearings and four days of floor 
debate. “The fate of an issue,” the author 
points out, “depends to a shocking extent 
upon a handful of men who take special 
interest in the pending legislation in 
committee.” 


Congress’ unfortunate habit of bullying 
witnesses at hearings is also illustrated by 
actual texts of the questions propounded 
to citizens by men of such diverse political 
views as Senator Murray of Montana and 
Representative Clare Hoffman of Michigan. 


It is part of the author’s thesis that the 
bill “was in no small measure shaped by 
forces and culture symbols in Greenwood, 
Mississippi; Allegan, Michigan; Pocatello, 
Idaho; Wilmington, Delaware; and Temple, 
New Hampshire.” As a result, he has writ- 
ten brief personal histories, in terms of the 
electoral districts from which they came, 
of the members of the conference committee 
—an interesting and perhaps unique attempt 
to analyze what makes Congress act the 
way it does. 


‘As for conclusions reached, the author 
has summarized them in a sentence. “Ma- 
jority sentiment expressed in popular elec- 
tions for a particular economic policy can 
be, and frequently is, almost hopelessly 
splintered by the power struggles of com- 
peting political, administrative, and private 
interests, and is finally pieced together, if 
at all, only by the most laborious, compli- 
cated, and frequently covert coalition strat- 
egies.” He has repeated the summary in a 
phrase—our policies are formulated, he says, 
“by a kaleidoscopic and largely irresponsible 
interplay of ideas, interests, institutions, 
and individuals.” 


Dr. Bailey is a graduate of Oxford and 
Harvard who was one of the cloak-and- 
dagger set during the war. Today, more 
sedately, he is assistant professor of govern- 
ment at Wesleyan University. His book is 
a monumental job of impartial factual re- 
porting, with overtones for every intelligent 
citizen to catch and think about. 


About to Be a Widow 


What You Should Know About Estate 
and Gift Taxes. J. K. Lasser. Henry Holt 
and Company, 257 Fourth Avenue, New 
York 10, New York. 1951. 175 pages. 
$2.95. 


It is generally accepted in these statistical 
days that the husband dies first. Every 
bride, then, is a potential widow, and if 
on that sad day she is heard to complain 


547 





that her dear departed left his affairs, finan- 
cial and taxwise, in a mess, as small as 
the estate may be, Mr. Lasser will be a 
very sad man. 


In fact, if the average man is heard to 
complain of his ignorance of tax law at 
any time, Mr. Lasser will be sad, because 
he has for years written books on tax 
subjects in English down to the level of the 
man in the street. His latest translates the 
legislativese of the Congressional and judicial 
workshops dealing with the taxes incident 
to death into understandable reading for 
the average man or woman. 


“Don’t let tax lightning strike,” warns 
Mr. Lasser. He cites several examples in 
which the rich rewards of a lifetime of 
hard work have been dissipated in the year 
of administration and final accounting. The 
book is written clearly, and certainly no 
husband or potential widow should have 
difficulty understanding the tax problems 
he or she will face when confronting the 
estate and the gift tax collector. 


The Life Insurance Trust 


Personal Life Insurance Trusts. Allan F. 
Smith. Matthew Bender & Company, Inc., 
109 State Street, Albany, New York. 1950. 
545 pages. $10. 


The type of personal trust dealt with ex- 
haustively in this book is a relatively new 
addition to the legal instruments used by 
modern man to leave something of an estate 
to his designated beneficiaries when he 
passes on. Because of the very nature of 
the subject, a treatise on personal life insur- 
ance trusts must be broad in coverage. To 
survey the applicable law, one must go into 
the technical law of insurance, the technical 
law of trusts and the technical law of fed- 
eral taxation on the transfer of property 
other than by sale. The author has recog- 
nized the broad scope of his subject and 
has done an admirable job. Litigation in 
which these instruments are involved has 
increased tremendously in the last few 
years, and there has been quite a bit to 
write about. 


The author, assistant professor of law at 
the University of Michigan, has cited in- 
numerable cases and supporting material 
in his footnotes. The book’s appendices, 
for the most part, are references to statutory 
material having a bearing on these instru- 
ments. Two suggested forms are offered— 
one dealing with the unfunded life insurance 
trust, the other dealing with the funded. 
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All About Bureaucracy 


An Introduction to Administrative Law. 
James Hart. Appleton-Century-Crofts, Inc., 
35 West 32nd Street, New York 1, New 
York. Second edition, 1950. 819 pages. $7. 


“This volume is designed . . . for use as 
a supplementary text in courses on public 
administration. It is hoped also that the 
book will prove serviceable as the text in 
a quarter or semester course on administra- 
tive law as such, and as the basis of a year’s 
course on this subject... . Despite an ever 
increasing number of courses on public ad- 
ministration and even of whole curricula 
for training for the public service, students 
of public administration have all too often 
received no sufficient training in the legal 
matrix of their subject. The time is at hand 
when these implications must be brought to 
the attention of every student of political 
science and every undergraduate who is 
preparing for the law. . . . In presenting 
the material, the author has found it wise to 
combine the textbook and casebook methods 
by attempting to weave comment and cases 
into an integrated whole.” 


So stated the author in the preface to the 
first edition, which was published in 1940. 


It can be said at the outset that, if the 
first edition was worth publishing, there 
was need for a second edition. In these 
times, a lapse of ten years is certain to make 
obsolete any book whose subject matter so 
overlaps questions of constitutional law. 
Aside from such decisional law, the federal 
Administrative Procedure Act of 1946, ap- 
plying as it does to most functions of nearly 
every federal agency, has required an im- 
mense change in administrative practices. 
In this second edition, Professor Hart has 
taken due note of such developments. 


It can be assumed without much fear of 
rebuttal that a man who has been teaching 
public administration in leading universities 
for thirty years knows whereof he speaks 
when he says students in that field have too 
often received insufficient training “in the 
legal matrix of their subject.” Anyone who 
questions the accuracy of the statement need 
only read a few of the cases in which public 
officers were called upon to pay damages 
out of their own pockets or some of the 
cases in which administrative determinations 
otherwise fair and proper were overturned 
because of an initial failure to observe the 
technical requirement of notice to the private 
persons involved. There was and is a need 
for this type of book for students of public 
administration. 
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In the great variety of the problems Pro- 
fessor Hart considers, his book is probably 
more exhaustive than most of the orthodox 
law school casebooks on administrative law. 
His twenty-two chapters fall into seven 
sections, which are labeled as _ follows: 
modes of judicial control, public office and 
public officers, the personal liability of of- 
ficers, administrative powers—their scope 
and limits, administrative procedure, con- 
clusiveness of administrative determinations, 
and enforcement of administrative decisions. 


His introduction is especially good. It 
contains a concise but adequate statement of 
the case method of study and quite a bit 
of material helpful in an orientation to the 
subject matter. Equally good is his selection 
of materials dealing with the extraordinary 
remedies; many law students could read 
Chapter 1 with profit. The book contains a 
lengthy case table and bibliography. 


The primary account on which the book 
might be criticized is its length. The book 
attempts to do too much for one volume. 
One gets the impression that he will never 
be able to see the forest because of the trees. 


Somewhat paradoxically, after Professor 
Hart has skillfully explained how to analyze 
a case, he proceeds in much of the book to 
make this process unnecessary for the reader 
by giving brief digests of cases plus com- 
ments by himself and others, in lieu of the 
full texts of the opinions. Many law students 
would prefer this type of text to the case- 
books they use, which sometimes have not a 
single word of textual commentary. But it 
will probably be some time before books of 
this type are generally assigned as their re- 
quired reading, 


ARTICLES 


“Peacetime” EPT . . A tax expert 
presents the view that absent an all-out 
war or military absorption of as large a 
percentage of total production as during 
World War II, an excess profits tax “will 
hinder, rather than help, us in attaining our 
goals of increased production and checking 
inflation.” As authorities who have con- 
demned EPT, he cites Carter Glass, Secre- 
tary of the Treasury in 1919, who urged 
repeal of the EPT of World War I; Fred 
M. Vinson, Secretary of the Treasury in 
1945, who urged repeal of the World War 
II EPT; and Douglas Charles Abbott, 
present Minister of Finance of the Dominion 
of Canada.—Rudick, “The Controversy over 
EPT,” Tax Law Review, January, 1951. 
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Income Tax Involvements in Life In- 
surance . Various aspects of insurance 
and taxes are the subject of discourse by 
an authority in both fields. He states that 
some .phase or other of federal taxation is 
involved in a substantial portion of life 
insurance transactions—especially where 
large estates are affected. Among the tax 
vulnerabilities of life insurance are assign- 
ments of insurance policies without 
consideration of possible income tax conse- 
quences, interest-payment deductions, choice 
of settlement options, receipt of taxable 
income on maturing endowments, taxation 
of insurance in connection with gifts of 
“future interests,” procurance of policies 
on individuals for business purposes and the 
pitfalls opened by the provisions of Section 
115 (g) of the Internal Revenue Code, 
together with the problems arising under 
the federal estate tax law. 


The author also sets forth the advantages 
to be considered. He reminds his readers 
that while “life insurance is affected by 
taxes in many ways, conversely, tax savings 
can be effected through a careful use of life 
insurance.”—Foosaner, “Life Insurance and 
Taxes,” Texas Law Review, January, 1951. 


1950 Revenue Act “Good in parts, 
bad in parts, but in any case fiendishly 
complicated.” The act is thus described 
by a special consultant to a large Eastern 
charitable foundation, who takes up the 
case for such foundations in the light of 
the act. 


He expresses the opinion that Congress, 
goaded by the President, the Treasury De- 
partment and an insistent voting public, 
rushed in where experts feared to tread, 
further pointing out that the “charities” 
provisions of the Code—never models of 


co-ordinated draftsmanship—have become 
almost incomprehensible-—Eaton, ‘“Chari- 
table Foundations and Related Matters 
Under the 1950 Revenue Act,” Virginia Law 


Review, January, February, 1951. 


And More About It A law review 
article views the 1950 act as a measure 
not stiff enough to maintain defense ex- 
penditures but not to be underrated as to 
importance. Its author points to its far- 
reaching changes in the law.—Lowndes, 
“The Revenue Act of 1950,” North Carolina 
Law Review, February, 1951. 


Capitalization Phenomenon .. . Capi- 
talization, together with its effects in the 
assessment and equalization of taxes, is 
debated by a professor of public finance in 
the Wharton School of Finance and Com- 
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merce, University of Pennsylvania. This 
allowance for taxes on investments and 
other objects of value through adjustments 
in their values is more commonly used than 
is generally recognized and becoming more 
common as new taxes are imposed and 
existing taxes are modified upward or down- 
ward with resultant multiplication of 
inequalities. 

The writer notes that many assessors 
“are inclined to brush away the consider- 
ation of tax capitalization as irrelevant 
and inconsequential,” but that they “could 
probably obtain much more information 
about tax capitalization than they now 
have if they assiduously sought it.”"—Bueh- 
ler, “The Capitalization of Taxes,” National 
Tax Journal, December, 1950. 


Synthetic Prosperity: Disguised Infla- 
tion . . . Effective inflation-control poli- 
cies are outlined by an author who decries 
the deliberate policy of government-made 
prosperity, launched when those in charge 
“apparently decided that the fundamental 
law of supply and demand was too slow in 
functioning.” His recommendation is for 
high taxes to raise the necessary money 
to obviate, if possible, new deficit borrowing ; 
and to reduce the purchasing power which 
exerts an added inflationary pressure.—Shel- 
ton, “Policies for Effective Inflation Control,” 
Trusts and Estates, February, 1951. 


Estate and Trust Problems Answered 
. . - What is to become of income accruing 
from a decedent’s estate during executorial 
administration? Who takes trust income 
in excess of income annuities? ‘When is 
income not income? The answers to these 
questions, all growing out of administration 
of decedents’ testate estates and express 
private trusts, are given by a professor of 
trusts in a Cleveland law school.—Deibel, 
“Income from Testate Estates and Express 
Private Trusts,” Western Reserve Law Re- 
view, December, 1950. 


Loss Carry-Back . . . The Seeley Tube 
& Box Company case which raised a problem 
of abating interest on an income tax de- 
ficiency is traced from its initiation in the 
federal district court of New Jersey to its 
decision in the Supreme Court of the United 
States. A professor emeritus of the Uni- 
versity of Kentucky holds that both the 
district court and the Supreme Court im- 
properly decided the cause; in the case of 
the latter, he suggests that the Supreme 
Court justices were too concerned with 
the fact of the government’s being deprived 
of the use of a certain amount of money 
without regard to the relatively trifling 





amount of the sum, which was “not enough 
to be the basis of a new rule of tax law in 
the absence of a statutory provision for 
the same.”—Roberts, “Effect of a Carry- 
Back of Loss on Right to Interest,” Ken- 
tucky Law Journal, January, 1951. 


Honest v. Dishonest Bankrupts . . . The 
author catalogues the changes in the bank- 
ruptcy laws from ancient to modern times 
—the old method of dealing with all bank- 
rupts as criminals has changed to one which 
reserves such treatment for persons who 
are actually dishonest—Duberstein, “Are 
Bankrupts Criminals?’ Journal of the Na- 
tional Association of Referees in Bankruptcy, 
January, 1951. 


National Interest Its Own Moral Code 
... The writer presents the consideration 
that a “foreign policy derived from the na- 
tional interest is . . . superior to a foreign 
policy inspired by universal moral prin- 
ciples.” He contends that too much con- 
cern with moral abstractions has been a 
great source of weakness and failure in the 
foreign policy of the United States.— 
Morgenthau, “The Mainsprings of American 
Foreign Policy: The National Interest v. 
Moral Abstractions,” American Political 
Science Review, December, 1950. 


Can A-Bomb Be Beaten into a Plow- 
share? ... The price of peace—namely the 
simultaneous confiding of all weapons in- 
cluding the A-Bomb and the H-Bonb to 
an entity similar to the United Nations by 
both the United States and Russia—is de- 
clared by an international-law expert.—Hyde, 
“Bombs, Super-Bombs, and the Cost of Peace,” 
Texas Law Review, December, 1950. 


Open Season on Big Business—Why Not 
Close It? ... A member of the New York 
bar points out that big business, like big 
government, is here to stay. He would 
suggest putting the guns away and devoting 
our efforts instead to making its bigness 
serve the public—Van Cise, “Limitations 
upon Divestiture,” George Washington Law 
Review, December, 1950. . 


“What’s Yours Is Mine” .. . The com- 
munity-property system of the eight states 
which have adopted this device disregards 
“the important conflicts that exist among 
those states on all the major problems of 
community property. It would be more 
accurate to refer to eight community sys- 
tems, for no one of the... states has felt 
itself necessarily bound by the precedents 
in another. .’—Horne, “Community 
Property—A Functional Approach,” South- 
ern California Law Review, December, 1950. 
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e e If the report or payment due date falls on a holiday, most 
states provide for an extension of time to the next business day @ @ 


ALABAMA 


August 1—Automobile dealer reports due. 
August 10—Alcoholic beverage reports from 
wholesalers and distributors due.—Alcoholic 
beverage tax reports and payment from pub- 
lic service licensees due——Automobile re- 
ports from dealers due.—Tobacco reports 
from wholesalers and jobbers due.——Tobacco 
stamp and use tax reports and payment 
due. August 15—Gasoline reports from 
carriers, warehousers and transporters due. 
—Lubricating oils reports from carriers, 
warehousers and transporters due.—Motor 
carrier mileage tax reports and payment 
due.—Oil and gas conservation tax reports: 
and payment due.—Oil and gas production 
tax reports and payment due. August 20— 
Automobile reports from dealers due—Coal 
and iron-ore mining tax reports and pay- 
ment due.—Diesel fuel tax reports and pay- 
ment due.—Gasoline tax reports and payment 
due.—Lubricating oils tax reports and pay-. 
ment due.—Sales tax reports and payment 
due. 


ARIZONA 


August 5—Alcoholic beverage reports from 
licensees due. August 10—Malt, vinous and 


and payment due. August 31—Gross earn- 
ings tax from public utilities due—Rail 
carrier fees due. 


CALIFORNIA 


August 1—Distilled spirits tax reports 
and payment from common carriers due.— 
Gasoline tax reports and payment from 
distributors due. August 12—Oil and gas 
production tax first installment due (last 
day). August 15—Alcoholic beverage im- 
port reports from common carriers due.— 
Beer and wine tax reports and payment 
due.—Distilled spirits tax reports and pay- 
ment due.—Gasoline tax reports and pay- 
ment from producers, brokers and importers 
due.—Personal income tax second install- 
ment due. August 20—Gross receipts tax 
reports and payment from motor carriers 
due. August 31—Unsecured personal prop- 
erty tax delinquent (5 p. m.). 


COLORADO 


August 5—Alcoholic beverage reports from 
manufacturers due——Motor carrier tax due. 
August 10—Motor carrier reports due. 
August 15—Coal mine owner reports due.— 
Coal tonnage reports due.—Sales tax re- 


spirituous liquor tax reports and payment 
from wholesalers due. August 15—Gross 
income tax reports and payment due. Au- 
gust 20—Motor carrier tax reports and 
payment due.—Use fuel tax reports and 


co 


ports and payment due.—Use tax reports 
and payment due. August 25—Diesel fuel 
tax reports and payment due.—Gasoline 
tax reports and payment due. 
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payment due. August 25—Motor vehicle 
fuel tax reports and payment from dis- 
tributors, wholesalers and carriers due. 


ARKANSAS 


August 10—Alcoholic beverage reports 
due.—Cigarette reports due.—Franchise tax 
due——Motor fuel reports from carriers due. 
—Natural resources statements of purchases 
due. August 15—Compensating (use) tax 
reports and payment due.—Gross receipts 
tax reports and payment due. August 20— 
Alcoholic beverage ‘special excise tax reports 
and payment from retailers due—Use fuel 
tax reports and payment due. August 25— 
Motor fuel tax reports and payment due.— 
Natural resources severance tax reports 
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CONNECTICUT 


August 10—Cigarette reports from dis- 
tributors due. August 15—Annual reports 
and fee from foreign and domestic cor- 
porations due (to be filed with Secretary of 
State).—Cigarette vending machine reports 
from operators due.—Gasoline use tax re- 
ports and payment due.—Grbss receipts tax 
from motor carriers due. August 20— 
Alcoholic beverage tax reports and pay- 
ment due. August 25—Gasoline tax reports 
and payment due. 


DELAWARE 


August 15—Alcoholic beverage reports 
from manufacturers and importers due.— 
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Cigarette and cigar reports due.—Gasoline 
reports from filling stations due. August 
31—Gasoline tax reports and payment from 
distributors and reports from carriers due. 


DISTRICT OF COLUMBIA 


August 1—Bank gross earnings reports 
due.—Gas, electric and telephone company 
reports due. August 10—Alcoholic bever- 
age reports from licensed manufacturers, 
wholesalers and retailers due-—Beer reports 
from licensed manufacturers and whole- 
salers due. August 15—Beer tax due. 
August 20—Sales tax reports and payment 
due.—Use tax reports and payment due. 
August 25—Gasoline tax reports and pay- 
ment due. 


FLORIDA 


August 1—Auto transportation company 
tax reports and payment due. August 10— 
Alcoholic beverage tax reports and payment 
from manufacturers and dealers due. Au- 
gust 15—Alcoholic beverage reports from 
transporters and carriers due.—Cigarette 
reports from carriers due.—Gasoline reports 
from nondistributors and carriers due.— 
Motor vehicle fuel use tax reports and 
payment due. August 20—Admissions tax 
reports and payment due.—Rental tax re- 
ports and payment due.—Sales tax reports 
and payment due—Use tax reports and 
payment due. August 25—Gasoline sales 
tax and storage tax reports and payment 
due.—Motor fuel inspection fee reports and 
payment due.—Oil and gas production tax 
reports and payment due. 


GEORGIA 


August 10—Cigar and cigarette reports 
from wholesale dealers due.—Distilled spirits 
reports from wholesale dealers due-—Motor 
carrier reports due. August 15—Malt bev- 
erage reports due. August 20—Gasoline tax 
reports and payment due. August 31— 
Sales tax reports and payment due.—Use 
tax reports and payment due. 


IDAHO 


August 12—Property reports from sleep- 
ing car companies due. August 15—Beer 
reports from dealers, brewers and whole- 
salers due.—Cigarette reports of wholesaler 
drop shipments due.—Electric power com- 
pany tax reports and payment due. August 
25—Gasoline tax reports and payment from 
dealers due.—Use fuel tax reports and pay- 
ment due. 


ILLINOIS 


August 10—Mileage tax reports and pay- 
ment from motor carriers due. August 15— 
Alcoholic beverage reports due.—Cigarette 
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reports due.—Public utility tax reports and 
payment due.—Sales tax reports and pay- 
ment due. August 20—Gasoline tax reports 
and payment due. August 30—Gasoline re- 
ports from transporters due. 


INDIANA 


August 1—Alcoholic vinous beverage tax 
due. August 10—Cigarette reports from 
distributors on interstate business due. 
August 15—Alcoholic vinous beverage tax 
due.—Cigarette reports of distributor drop 
shipments due.—Use fuel tax reports and 
payment due. August 20—Intangibles re- 
ports from banks and trust companies due. 
—Intangibles tax from financial institu- 
tions due.—Intangibles tax reports and pay- 
ment from building and loan and production 
credit associations due.—Share tax reports 
and payment from banks, building and loan 
associations and trust companies due. Au- 
gust 25—Gasoline tax reports and payment 
from distributors and carriers due—Use 
fuel tax reports and payment from fuel 
dealers due. August 30—Petroleum pro- 
duction reports due. 


IOWA 


August 1—Corporation reports due (last 
day). August 10—Beer tax reports and 
payment from Class “A” permittees due.— 
Gasoline tax reports and payment from car- 
riers due. August 20—Gasoline tax reports 
and payment due. 


KANSAS 


August 5—Cigarette reports from whole- 
salers due. August 10—Malt beverage re- 
ports due. August 15—Alcoholic liquor 
reports from manufacturers and distribu- 
tors due—Compensating use tax reports 
and payment due.—Gasoline and fuel use 
reports from carriers due.—Gross ton mile- 
age tax reports and payment from motor 
carriers due. August 20—Alcoholic liquor 
tax reports and payment from retailers 
due.—Sales tax reports and payment due.— 
Use fuel tax reports and payment due. 
August 25—Gasoline tax reports and pay- 
ment due. 


KENTUCKY 


August 10—Distilled liquor tax from 
blenders and rectifiers due. August 15— 
Alcoholic beverage reports due—Fuel use 
tax reports and payment from transporters 
due. August 20—Cigarette reports from 
wholesalers due——Oil production tax reports 
and payment due. August 31—Amusement 
and entertainment tax reports and payment 
due.—Gasoline reports from refiners and 
importers due.—Gasoline tax reports and 
payment from dealers and transporters due. 
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—Gross receipts tax reports and payment 
from public utilities due—Motor vehicle 
fuel use tax reports and payment due. 


LOUISIANA 

August 1—Public utility license and pipe- 
line transportation tax due—Soft drinks 
reports due. August 10—Beer reports from 
importers due.—Gasoline reports from im- 
porters due.—Lubricating oils reports from 
importers due. August 15—Corporate in- 
come tax second installment due.—Gasoline 
reports from carriers due—lIntoxicating liq- 
uor report due.—Kerosene reports from 
carriers due.—Lubricating oils reports from 
carriers due.—Personal income tax second 
installment due.—Soft drinks reports due. 
—Tobacco reports due. August 20—Beer 
tax reports and payment from wholesale 
dealers due.—Fuel use tax reports and pay- 
ment due.—Gasoline tax reports and pay- 
ment due—Kerosene tax reports and 
payment due.—Lubricating oils tax reports 
and payment due.—Sales tax reports and 
payment due.—Use tax reports and payment 
due. August 31—Electricity generation and 
sales tax and power use tax reports and 
payment due. 


MAINE 
August 10—Malt beverage reports from 


manufacturers and wholesalers due. Au- 
gust 15—Sales tax reports and payment 
due.—Use tax reports and payment due. 
August 25—Use fuel tax reports and pay- 
ment due. August 31—Gasoline tax reports 
and payment due. 


MARYLAND 


August 1—Bank share tax due.—Gross 
receipts franchise tax from utilities due.— 
Property tax assessed by State Tax Com- 
mission due. August 10—Admissions tax 
due—Beer tax reports and payment due. 
August 15—Sales tax reports and payment 
due.—Use tax reports and payment due. 
August 31—Gasoline and diesel fuel tax 
reports and payment due. 


MASSACHUSETTS 


August 10—Alcoholic beverage excise tax 
reports and payment due.—Meals excise 
tax reports and payment due. August 20— 
Cigarette tax reports and payment due. 
August 31—Motor fuel tax reports and 
payment due. 


MICHIGAN 


August 1—Aircraft registration fees due. 
—Gas and oil severance tax reports and 
payment due. August 5—Brewery produc- 
tion reports due.—Gasoline statements from 
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carriers due.—Sacramental wine seller re- 
ports due. August 10—Common and con- 
tract carrier reports and payment due.— 
Winery reports due. August 15—Sales tax 
reports and payment due.—Use tax reports 
and payment due. August 20—Cigarette 
tax reports and payment due.—Diesel fuel 
user tax reports and payment due.—Fuel 


_sold for use on vessels, tax due.—Gasoline 


tax reports and payment from distributors 
due. August 31—Corporation privilege tax 
reports and payment due (last day).—Non- 
profit corporation reports due. 


MINNESOTA 


August 1—Railroad leased freight car 
Tteports due. August 10—Alcoholic bev- 
erage reports from wholesalers, brewers and 
manufacturers due.—Gasoline reports from 
carriers due. August 15—Railroad semi- 
annual gross earnings reports due. August 
20—Cigarette sales tax reports and pay- 
ment due.—Cigarette use and storage tax 
reports and payment due. August 23— 
Gasoline tax reports and payment from 
distributors due——Special use fuel tax re- 
ports and payment due.—Tractor fuel sel- 
ler reports due. 


MISSISSIPPI 


August 1—Property tax third installment 
due. August 5—Factory reports due. Au- 
gust 10—Admissions tax reports and pay- 
ment due. August 15—Gasoline tax reports 
and payment from carriers due.—Light 
wine and beer reports from retailers, whole- 
salers and distributors due—Sales tax re- 
ports and payment due—Timber severance tax 
reports and payment due——Tobacco reports 
from manufacturers, distributors and whole- 
salers due-——Use tax reports and payment 
due. August 20—Gasoline tax reports and 
payment from distributors, refiners, proc- 
essors and solvent users due. August 25— 
Gas severance tax reports and payment 
due.—Oil and Gas Board maintenance tax 
due.—Oil severance tax reports and pay- 
ment due. August 31—Fuel use tax re- 
ports and payment from carriers of passen- 
gers and property due.—Gross revenue tax 
quarterly installment from common and 
contract carriers of passengers due.—Out- 
door advertising space reports from owners 
or lessees due.—Use fuel tax on fuel other 
than gasoline reports and payment due. 


MISSOURI 
August 5—Nonintoxicating beer permit- 
tee reports due. August 10—Oil inspection 
tax reports and payment due.—Petroleum 
products receiver reports due. August 15— 
Alcoholic beverage sales reports due. Au- 
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gust 25—Use fuel tax reports and payment 
due. August 31—Gasoline tax reports and 


payment from distributors due—Soft drinks 
inspection fee reports and payment due. 


MONTANA 


August 10—Cigarette tax stamp payment 
due. August 15—Beer tax reports and 
payment from brewers, wholesalers and 
transporters due.—Crude petroleum producer 
reports due——Electric company tax reports 
and payment due.—Gasoline reports from 
carriers due.—Gasoline tax reports and pay- 
ment due. August 29—Telephone com- 
pany tax reports and payment due. 


NEBRASKA 


August 10—Cigarette reports from dis- 
tributors due. August 15—Alcoholic bever- 
age reports from manufacturers and wholesale 
distributors due.—Aviation fuel tax reports 
and payment from dealers due.—Gas- 
oline reports from carriers due.—Gasoline 
tax reports and payment due. 


NEVADA 


August 6—Property tax quarterly install- 
ment due. August 10—Liquor reports from 
out-of-state vendors due. August 15—Al- 
coholic beverage reports from manufacturers 
and importers due.—Cigarette reports from 
wholesalers due——Gasoline reports from car- 
riers due. August 25—Fuel user tax re- 
ports and payment due.—Gasoline tax re- 
ports and payment from dealers due. 


NEW HAMPSHIRE 


August 10—Alcoholic beverage reports 
from manufacturers, wholesalers and im- 
porters due—Alcoholic beverage tax from 
wholesalers due. August 15—Use fuel tax 
reports and payment due. August 31— 
Gasoline reports from carriers due——Motor 
fuel tax reports and payment due. 


NEW JERSEY 


August 1—Gross receipts tax from tele- 
phone, telegraph, express, parlor and sleep- 
ing car, gas and electric light, oil and pipe- 
line companies due.—Property tax quarterly 
installment due. August 10—Excise tax 
reports and payment on interstate busses 
due.—Gross receipts tax reports and pay- 
ment on municipal jitneys due. August 15 
—Alcoholic beverage reports from manu- 
facturers, distributors, transporters, storers, 
importers and sellers due. August 20— 
Alcoholic beverage tax reports and pay- 
ment from retail consumption and retail 
distribution licensees due.—Cigarette tax 
reports and payment due. August 25— 
Gross receipts tax reports and payment on 
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municipal busses due. August 30—Gasoline 
reports from carriers due. Second Last 
Business Day—Gasoline tax reports and 
payment from distributors due. 


NEW MEXICO 


August 15—Occupational gross income 
tax reports and payment due.—Severance 
tax reports and payment due. August 20— 
Cigarette reports from retailers supplying 
passenger carriers due——Motor carrier tax 
reports and payment due. August 25— 
Gasoline tax reports and payment due.— 
Use or compensating tax reports and pay- 
ment due. 


NEW YORK 


August 1—Property tax due. August 
15—Additional tax reports and payment 
from transportation and transmission com- 
panies due. August 20—Alcoholic beverage 
tax reports and payment due. August 25— 
Conduit company tax reports and payment 
due. August 31—Gasoline tax reports and 
payment due.—Premiums tax reports and 
payment from insurance companies due.— 
Water, gas, electric, etc., company tax re- 
ports and payment due. 


NORTH CAROLINA 


August 1—Express, Pullman and _ tele- 
graph corporation tax reports and payment 
due. August 10—Alcoholic beverage reports 
from railroads due.—Gasoline tax reports 
and payment from carriers due—Unforti- 
fied wine tax reports and payment from 
distributors and bottlers due. August 15— 
Sales tax reports and payment due.—Spirit- 
uous liquor tax due.—Use tax reports and 
payment due. August 20—Gasoline tax 
reports and payment from distributors due. 
—Use fuel tax reports and payment due. 


NORTH DAKOTA 


August 1—Domestic corporation tax re- 
ports and payment due (last day). Au- 
gust 10—Cigarette reports: from distributors 
due. August 15—Alcoholic beverage addi- 
tional tax due——Beer tax reports and pay- 
ment due.—Gasoline tax reports and paymerit 
due.—Wholesale liquor dealer reports due. 
August 25—Use fuel tax reports and pay- 
ment due. 


OHIO 


August 1—Excise reports from public 
utilities except railroads and street, subur- 
ban and interurban railroads due. August 
10—Alcoholic beverage reports from Classes 
“A” and “B” permittees due.—Cigarette 
reports from wholesalers due. August 15— 
Cigarette use tax reports and payment due. 
—Gasoline reports from persons other than 
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dealers due. August 20—Gasoline reports 
from dealers due. August 30—Gasoline 
reports from carriers due. August 31— 
Gasoline tax due.—Premiums tax second 
installment from foreign insurance com- 
panies due. 


OKLAHOMA 


August 1—Foreign corporation capital 
stock affidavit due (last day). August 5— 
Operator reports of mines other than coal 
due. August 10—Alcoholic beverage tax 
reports and payment due.—Cigarette reports 
from wholesalers, retailers and vending- 
machine owners due.—Gross receipts tax 
reports and payment from airports due. 
August 15—Gasoline reports from dealers, 
retailers and carries due.—Mileage tax re- 
ports and payment from carriers due.— 
Sales tax reports and payment due.—Tobacco 
reports from wholesalers, jobbers and ware- 
housemen due. August 20—Coal mine op- 
erator reports due.—Gasoline tax reports 
and payment from distributors and pur- 
chasers of imported gasoline due.—Motor 
fuel use tax reports and payment due.— 
Property tax reports and payment from 
rural electric cooperatives due.—Use fuel 
reports from carriers due.—Use fuel tax 
reports and payment due.—Use tax reports 
and payment due. August 31—Corporation 
license reports due (last day).—Corporation 
license tax due —Oil, gas and mineral gross 
production tax reports and payment due. 


OREGON 


August 15—Corporation license tax due 
(last day).—Property tax delinquent.— 
Property tax quarterly installment due. 
August 20—Alcoholic beverage tax reports 
and payment due.—Motor carrier reports 
due if tax is paid as per Table A or B— 
Motor vehicle broker and forwarder tax 
due—Use fuel tax reports and payment 
due. August 25—Gasoline tax reports and 
payment due. August 31—Motor carrier 
tax due if paid as per Table A or B. 


PENNSYLVANIA 


August 10—Malt beverage reports due. 
—Soft drinks reports due.—Spirituous and 
vinous liquor reports from importers due. 
August 15—Alcoholic beverage tax reports 
and payment from manufacturers due. Au- 
gust 3I—Gasoline tax reports and payment 
due.—Use fuel reports from carriers due. 
—Use fuel tax reports and payment due. 


RHODE ISLAND 


August 1—Bank deposit tax reports and 
payment due. August 6—National bank 
leposits tax due. August 10—Alcoholic 
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beverage reports from manufacturers due. 
—Cigarette reports from distributors and 
dealers due. August 20—Sales tax reports 
and payment due.—Use tax reports and 
payment due. August 25—Gasoline tax 
reports and payment due. 


SOUTH CAROLINA 


August 1—Alcoholic beverage wholesaler 
reports of alcoholic beverages received due. 
August 10—Admissions tax reports and 
payment due.—Alcoholic beverage retailer 
and wholesaler reports of alcoholic beverage 
sales and additional tax due.——Power tax 
reports and payment due (last day).—Soft 
drinks reports due. August 20—Fuel oil 
reports from dealers due—Fuel oil tax 
reports and payment from users due.— 
Gasoline tax reports and payment due.— 
Sales tax reports and payment due. 


SOUTH DAKOTA 


August 10—Motor carriers in interstate 
commerce tax reports and payment due. 
August 15—Alcoholic beverage sales reports 
due.—Gasoline reports from carriers and 
retail airplane vendors due—Gasoline tax 
from dealers due—Tractor fuel user tax 
reports and payment due.—Use fuel re- 
ports from carriers due—Use fuel tax reports 
and payment due. August 20—Passenger 
mileage tax due. August 31—Gasoline re- 
ports from dealers due. 


TENNESSEE 


August 1—Gross receipts reports and 
payment of quarterly installment of tax 
from public utilities due—Soft drinks re- 
ports and payment of quarterly installment 
of tax from bottlers due-——Theater reports 
and payment of quarterly installment of 
tax due. August 10—Alcoholic beverage 
reports due (last day).—Barrel tax on beer 
due.—Gasoline reports from carriers due. 
—Petroleum products special privilege tax 
reports and payment due. August 15— 
Fuel user reports due.—Use fuel reports 
from carriers due. August 20—Cottonseed 
oil mil] reports due.—Gasoline tax reports 
and payment from distributors due.—Oil 
production tax reports and payment due.— 


Sales tax reports and payment due.—Use 


tax reports and payment due. August 25— 
Motor vehicle fuel manufacturer and refiner 
reports of motor fuel imported, manufactured 
or sold in Tennessee due. 


TEXAS 


August 5—Cigarette reports from solici- 
tors due. August 10—Cigarette reports from 
distributors due. August 15—Beer tax re- 
ports and payment due. August 20—Lique- 
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fied gases and liquid fuel tax reports and 
payment from users due.—Motor fuel re- 
ports from carriers due—Motor fuel tax 
reports and payment due. August 25— 
Carbon black production tax reports and 
payment due——Cement distributor tax re- 
ports and payment due.—Prizes and awards 
of theater tax reports and payment due. 
August 30—Natural gas production tax re- 
ports and payment due.—Oil production 
tax reports and payment due. 


UTAH 


August 10—Liquor reports from licensees 
due.—Use fuel reports from carriers due. 
August 25—Gasoline reports from carriers 
due.—Gasoline tax reports and payment 
from distributors and retailers due.—Use 
fuel tax reports and payment due. 


VERMONT 


August 10—Alcoholic beverage tax re- 
ports and payment due. August 15—Elec- 
tric light and power company tax reports 
and payment due. August 31—Gasoline 
tax reports and payment due. 


VIRGINIA 


August 10—Beer reports from dealers, 
bottlers and manufacturers due. August 
20—Gasoline reports from carriers due.— 
Use fuel reports from dealers and resellers 
due. August 31—Gasoline tax reports and 
payment due—Use fuel tax reports and 
payment due. 


WASHINGTON 


August 10—Malt product reports from 
brewers and manufacturers due. August 


15—Cigarette drop shipment reports from 
wholesalers due.—Cigarette duplicate in- 
voices on shipments out of state from 
wholesalers and retailers due. August 20— 
Use fuel tax reports and payment due. 
August 25—Gasoline reports from carriers 
due.—Gasoline tax reports and payment due. 


WEST VIRGINIA 


August 10—Alcoholic beverage tax reports 
and payment due.—Soft drinks tax reports 
and payment due. August 15—Cigarette 
use tax reports and payment due.—Sales 
tax reports and payment due. August 30— 
Gasoline tax reports and payment due. 


WISCONSIN 


August 1—Corporate income tax second 
installment due——Personal income tax last 
installment due. August 10—Alcoholic bev- 
erage reports due—Cigarette reports from 
wholesalers and manufacturers due. Au- 
gust 15—Gross receipts semiannual reports 
from railroads and street railways due. Au- 
gust 20—Gasoline tax reports and payment 
due. August 30—Gasoline reports from 
transporters due. 


> WYOMING 


August 10—Gasoline reports from car- 
riers due. August 15—Gasoline reports from 
dealers due——Gasoline tax reports and pay- 
ment from wholesalers due.—Motor carrier 
tax reports and payment due.—Sales tax 
reports and payment due.—Use tax reports 
and-payment due. August 20—Cigarette 
reports due. 


THE STORY OF THREE BILLION DOLLARS 


In 1951 highway users will probably hand 
over to the states a record of $3 billion in 
taxes for the ownership and use of their 
motor vehicles. This is almost as much as 
the states derived from all taxes only a 
decade ago. 


What factors have contributed to this 
phenomenal increase? 


Last year there was a record of 49 million 
motor vehicles on the highways—an in- 
crease of 58 per cent in five years. 


State automotive tax receipts have shown 
an even sharper increase than registration. 
These receipts, since the war, have risen 
117 per cent—from $1.2 billion in 1945 to 
about $2.6 billion in 1950. 
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Since 1945 motor vehicle mileage has al-° 
most doubled. It is this-increased use of 
motor transportation which has chiefly ac- 
accounted for the soaring revenues. 


Not only have Americans bought more 
cars and consumed more gasoline, but they 
have also paid higher taxes for this owner- 
ship and use. About half the states have 
raised taxes on gasoline during the past 
five years. Several states have upped reg- 
istration fees and other motor vehicle taxes. 

Another contributing factor has been the 
sharp growth in trucks, which consume 
relatively more gasoline and pay higher 
license fees than passenger cars.—Tax Eco- 
nomics Bulletin, May-June, 1951. 
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Tue UNIVERSITY of West Virginia, in co-op- 
eration with the West Virginia Society of Certi- 
fied Public Accountants and the West Virginia 
State Bar, held its Second Annual Tax Institute 
in April, 1951. The remainder of this issue is 
devoted exclusively to papers presented at the 
Institute. Unfortunately, due to the limitation 
of space in this issue, a few of the papers have 
been omitted. 


The opening session of the Institute on April 
2 was under the chairmanship of Arch M. 
Cantrall, president, West Virginia State Bar. 
Three lectures were devoted to the general 
topic, ‘Current and Pending Tax Legislation.” 
That afternoon Norman S. Fitzhugh, Jr., presi- 
dent, West Virginia Society of Certified Public 
Accountants, presided; the topic was ‘‘Settling 
Controversies Below the Tax Court.’ Chair- 
man of a brief evening session was James F. 
Bissett, controller, Pittsburgh Consolidation 
Coal Company. 


Topic of the day for April 3 was ‘‘Tax Implica- 
tions of Changes in the Organizational Struc- 
ture of a Small Closed Corporation.” John D. 
Phillips, chairman, Legal Education Committee, 
West Virginia State Bar, presided during the 
morning session; F. Roy Yoke, Collector of In- 
ternal Revenue for West Virginia, was chair- 
man that afternoon. 


The morning session of the third and final day 
was devoted to ‘The Businessman’s Estate,” 
under the chairmanship of Judge Charles G. 
Baker of the Circuit Court of Monongalia 
County. That afternoon Morton Backer, asso- WEST VIRGINIA 
ciate professor in the Department of Economics TAX INSTITUTE 
and Business Administration, West Virginia 

University, presided. Three lectures dealing Directors 
with ‘‘Problems of the Individual Taxpayer”’ Arch M. Cantrall 
were presented. 





Dr. Raymond W. Coleman 
Norman §. Fitzhugh, Jr. 
John D. Phillips 
Robert E. Witschey 
Morton Backer, 

Executive Director 








a Sa Ee 


July, 1951 e TA X E S—The Tax Magazine 








SECOND ANNUAL 


Claims for Refunds 


By WILLIAM H. WESTPHAL 


rm HE DECISION to file a refund claim 

should be made only after careful de- 
liberation of the taxpayer’s representatives, 
and the conclusion should not be reached in 
haste. Too often, unfortunately, when there 
is a question’ concerning the proper treat- 
ment of an item on a tax return, the return 
is completed in haste on a basis that is not 
the most advantageous to the taxpayer and 
is sent to the collector, and a claim is filed 
for a refund of taxes. This is done to avoid 
the necessity of postponing the filing of the 
return and allegedly to save interest on the 
tax in the event the taxpayer should not 
prevail in supporting his position. When 
the claim is prepared, it is turned over to 
a relatively inexperienced person, thrown 
together sketchily and hurriedly and mailed 
to the collector’s office. It is believed that 
in undertaking to settle the problem on this 
basis, the taxpayer’s accountant or lawyer 
does his client a grave injustice. 

Ordinarily, practitioners of experience are 
so concerned with the problem of prevent- 
ing the imposition of a deficiency that they 
tend to feel that it is really daring to under- 
take to file a refund claim. Although there 
have been many hasty suggestions that 
under given circumstances refund claims 
should be filed, the taxpayer’s counsel must 
give careful consideration to all aspects of 
his case—to the forums favorable to him, 
to his bargaining position and to the sound- 
est tactical approach—before he decides 
that a claim should be filed. 

Certainly if the decisions in the Tax 
Court are favorable although not acquiesced 
in by the Commissioner, the taxpayer will 
wish to reserve the right to litigate the case 
in the Tax Court which will be closed in 
the event the tax is paid and the refund 
claim filed. Also, the administrative rulings 
and the decisions in the district and circuit 
courts should be very carefully canvassed 
by someone competent to decide just what 
weight should be given to a particular rul- 
ing or decision. 
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At the time of the filing of the claim, it 
is possible that a great step can be taken 
in the direction of favorable settlement if 
the proper approach is followed, and every 
possible factor should be evaluated at this 
time. It is not true, as so many think, that 
the final answer to a tax question is the 
same under the same set of facts regardless 
of the tactical approach. 

After the decision is made to file a claim, 
it should be prepared very carefully, be- 
cause even though its preparation may seem 
an elementary matter, the claim is the basis 
for the prosecution of a suit. Therefore, the 
taxpayer should not prepare it haphazardly, 
unless he expects to prosecute his suit un- 
favorably. 

Is a claim always desirable from a tax- 
payer’s point of view? Often it is much 
easier to settle the disputed point adminis- 
tratively by claiming an advantage on a tax 
return when it is filed instead of by paying 
the tax and filing a refund claim. Many 
taxpayers place themselves in an unfortu- 
nate legal or bargaining position, because 
they are so obsessed with avoiding the 
payment of interest on a deficiency that 
they brush aside sound procedural reasons 
for claiming the advantage on the return. 
Since we are primarily concerned in this 
discussion with the administrative phase of 
this question, we must emphasize the fact 
that it is very much easier to close the case 
in the field with the revenue agent or a 
conferee in the agent’s office or with the 
technical staff before the tax has been paid. 
This is true because the agent’s or the con- 
feree’s justification for the allowance of a 
claim requires the development of much 
more evidence and sound argument than 
does the settlement of a deficiency. It is 


559 


— sr 8 66 OF 68 Oe 


acne we as et 44 e 







































































axiomatic that it is easier to settle any 
financial dispute or one involving property 
possession if you are in possession of the 
property or the money. Also, the payment 
of the tax closes the Tax Court to the 
taxpayer and therefore removes one pos- 
sible forum for the settlement of his dispute 
with the government, and it may be that 
the cases in the Tax Court are particularly 
favorable to him. Then, too, the prepara- 
tion of a claim is a technical matter, and 
the taxpayer’s case may fall because of fail- 
ure to allege the proper grounds as the 
basis of his case. 


Preparation of Claim 
May Be Necessary 


There are, on the other hand, many occa- 
sions requiring the preparation of a claim. 
An error may inadvertently be made in the 
return, and the only method of correction 
may be the preparation of a claim. The 
preparation of an amended return does not 
constitute the filing of a claim. If an error 
is made, the Commissioner cannot be ex- 
pected to correct it without the filing of a 
claim properly apprising him of the situa- 
tion and placing him on notice concerning 
the grounds for the taxpayer’s contentions. 
Although the Commissioner can allow a 
net operating loss carry-back or an excess 
profits credit carry-back without the filing 
of a claim, the only means of insuring its 
allowance is.the submission of a claim. 

Very often the law is amended retro- 
actively in a manner favorable to the tax- 
payer, or a decision of the court drastically 
changes the position of the taxpayer with 
regard to the tax treatment of an item. 
Under such circumstances, he may not be 
able to reap the advantages of the new rul- 
ings without the filing of a refund claim. 

It is a common error to consider that a 
revenue agent’s report proposing an. over- 
assessment is sufficient assurance of the 
allowability of a refund to the taxpayer. 
Actually, the Commissioner can, within the 
statutory period, allow a refund without the 
filing of a claim, or if a consent is executed 
extending the statute of limitations, he can 
allow it within six months after the expira- 
tion of the extended period. However, 
there is no assurance that he will, and if 
through failure to file a claim a taxpayer is 
not protected against the passage of the 
statute, he may find to his sorrow that the 
Overassessment proposed in the revenue 
agent’s report is outlawed. 
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Sometimes in the examination of a group 
of taxpayers, the examining agent shifts 
income between the parties, a deficiency 
being recommended for one and an over- 
assessment for the other. In such cases, 
great care should be exercised to have the 
persons entitled to overassessments prop- 
erly protected by claims. 


It is quite possible that a claim may be 
filed as the basis for initiation of a lawsuit 
in recognition of the unfavorable cases in 
point in the Tax Court, with the hope that 
the taxpayer may have an adequate remedy 
in the district court or in the Court of 
Claims. The claim is then definitely the 
basis for a lawsuit and should be prepared 
with the greatest of care. Since it is the 
initial step in the proceeding, counsel for 
the taxpayer should be consulted with re- 
gard to it, and if he does not prepare it 
himself, his approval of the form in which 
the case is stated should be obtained. 


Requirements for Filing a Claim 


Careful compliance with the provisions 
of Code Section 322 is necessary if a claim 
is to be properly filed. Although the Com- 
missioner can refund an overpayment of tax 
at any time prior to expiration of the statute 
of limitations, he has no authority to make 
a refund after the expiration thereof, unless 
a timely claim was filed before the end of 
the statutory period. The requirements of a 
valid and proper claim are: It must be 
timely; it must conform to statutory re- 
quirements; it should set forth specific 
grounds for refund; the tax should have 
been paid. 

A return filed by an individual taxpayer 
showing an overassessment of tax because 
of an overstatement in the declaration or 
as the result of excessive withholding can 
qualify as a claim if the taxpayer indicates 
thereon that he wishes the-money refunded 
to him. However, the validity of such a 
claim is limited purely to overpayment sit- 
uations of this type. In all other cases, a 
claim should be filed on Form 843. 

Section 322 governing claims should be 
very carefully scrutinized whenever a claim 
is filed. The statute of limitations applicable 
to given cases will vary, and unless it is 
searched intensively, it is likely that the 
proper provision of the law may be over- 
looked. It is never wise to take knowledge 
of the statute of limitations for granted, 
even in the case of the most experienced 
counsel. The rules governing the statute 
of limitations generally are tabulated below. 
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(1) General Rule (Section 322 (b) (1)). 
The claim must be filed by the later of the 
following dates: 


(A) Three years from the date the re- 
turn is filed. The fale date is the due date 
of the return without any allowance for an 
extension of time for filing. 


(B) Two years from the date the tax is 
paid. If the tax is paid in installments, the 
due date is that of the first installment if 
the deficiency is paid. The date paid is the 
date the tax is received in the collector’s 
office. 

(II) Exceptions: 

(A) When consents are signed extending 
the statute of limitations, claims may be 
filed within the extended period and six 
months thereafter. There was a great deal 
of confusion concerning the proper rule to 
apply in cases involving deficiencies’ in tax 
when a deficiency had been paid but a 
consent had been executed extending the 
statute of limitations. The Commissioner’s 
Regulations on this point took the position 
that under the Internal Revenue Code the 
two-year rule did not apply in consent cases. 
Under such circumstances, it was consid- 
ered that the statute barred the filing of 
claims six months after the expiration of 
the extended period, even though this was 
less than two years from the date of pay- 
ment of the deficiency. A recent amend- 
ment to the Internal Revenue Code has 
changed this so that at present a timely 
claim may be filed against a deficiency in 
tax within two years from the date the 
deficiency was paid, even though a consent 


had been executed extending the statute of 
limitations. 


(B) Claims arising from bad debts or 
worthless’ securities may be filed seven 
years from the due date of the return in 
which such bad debts or loss from worth- 
less securities should have been deducted, or 
if such deduction affects net operating loss 
or unused excess profits credit carry-back, 
the later of seven years from the due date 
of the return in which bad debts or worth- 
less securities occurred, or three years from 
the due date of the return in which operat- 
ing loss or unused credit occurred. 

(C) Claims for net operating loss or un- 
used excess profits credit carry-backs may 
be filed three years from the due date of 
the return in which such net operating loss 
or unused credit arose or the period was 
extended by execution of waiver, whichever 
is later. 

(D) The statute of limitations on claims 
for failure to take deduction because of 
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property seized or destroyed by war under 
Section 127 (a) could not expire before 
December 31, 1950. 

The requirement of the law is not met 
merely by the placing of the claim in the 
mail so that it will be postmarked with a 
date that is within the statute of limitations. 
It should actually be in the office of the 
collector of internal revenue to whom the 
tax was paid. It is advisable, if the statute 
of limitations is about to close the year, to 
send it registered mail, return receipt re- 
quested, or, if possible, have it, together 
with the copy, stamped “received.” This 
may prevent having to face the difficult 
problem of proving the filing within the 
statutory period, for if this is not done and 
the collector’s records do not indicate re- 
ceipt of the claim, it is possible that the 
taxpayer may fail to prove a timely filing 
and thus have his case completely rejected. 


The claim should be filed on Form 843 
as prescribed by Regulations, and a sepa- 
rate one must be prepared for each taxable 
year. It should be signed by the taxpayer 
or by his authorized agent, but if it is 
signed by his agent, evidence of his author- 
ity to perform this act should be submitted. 


It has been suggested by authorities on 
the subject that the amount to be refunded 
should be shown as the largest amount that 
it will be possible to recover or that a 
qualifying phrase calling for such greater 
amount as may be legally refundable should 
be inserted. 


Informal Claims 


Refunds have been allowed on the basis 
of informal claims, but it is extremely haz- 
ardous to rely upon these. In certain 
instances when there had been lengthy corre- 
spondence with the Commissioner on the 
subject and the Commissioner, being clearly 
on notice concerning the basis of the tax- 
payer’s claim, apparently waived any de- 
fects in the presentation of the matter, the 
allowance was made on the basis of an in- 
formal claim. However, we have experi- 
enced a tightening of the rules governing 
this procedure, and prudence and sound 
business judgment dictate very careful com- 
pliance with all statutory requirements. 
This point was stressed in the Angelus Mill- 
ing Company v. Commissioner case, 45-1 USTC 
79310, 65 S. Ct. 1162, aff’g 44-2 vustc 
7 9399, 144 F. (2d) 469 (CCA-2). The Court 
in this case admonished the taxpayer that 
“he who deals with the Government must 
dot his i’s and cross his t’s; and if he 
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assumes that he may rely upon ordinary 
rules which apply to ordinary individuals, 
he is doomed to disappointment.” 

A tragedy of the first water may occur 
in a taxpayer’s experience if he fails to 
make a proper case or cite appropriate 
grounds for his contention that a refund is 
due. Very often the taxpayer carelessly 
states that the claim is based on “reduction 
in income per revenue agent’s report,” or 
“reduction per computation attached.” See 
U. S. v. Felt & Tarrant Manufacturing Com- 
pany, 2 ustc J 708, 51 S. Ct. 376 (1931). 


Amendment to Claims 


No difficulty will be experienced in amend- 


ing a claim before expiration of the statu- 
tory period either by a supplemental claim 
or by a new claim. On the other hand, it 
is well established that an amendment to 
a claim will not be allowed if the statutory 
period during which it may be filed has 
expired and the claim has been formally 
rejected. 

The difficult question arises when a tax- 
payer, after the statutory period has passed 
but before rejection of the claim by the 
Commissioner, wishes to amend it or sup- 
plement it. 


An interesting case in point is that of 
U. S. v. Andrews, 38-1 ustc J 9020, 58 S. Ct. 
315. The rule concerning the right of the 
taxpayer to amend claims is stated by the 
Supreme Court in clear and unmistakable 
language in this decision. When the Com- 
missioner has not been misled and the claim 
has been the basis of an investigation which 
disclosed facts necessary to the Commis- 
sioner’s action in making a refund, it is 
permissible for the taxpayer to amend it to 
make it more definite concerning matters 
already within the Commissioner’s knowl- 
edge. If, on the other hand, the claim is 
based on a particular asserted fact situation, 
the claim cannot be amended by the dis- 
carding of this situation and by the bringing 
into consideration of another widely differ- 
ent situation or grounds for relief. 


In the case of U. S. v. Memphis Cotton 
Oil Company, 3 ustc $ 1025, 53 S. Ct. 278 
(1933), a claim was filed on a very general- 
ized basis. It was not rejected by the 
Commissioner but was investigated inten- 
sively, and the taxpayer’s overpayment of 
taxes was established. Later the Commis- 
sioner undertook to reject the claim on the 
grounds of its inadequacy. However, within 
the statutory period, this generalized claim 
was amended and the particulars of the 
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grounds upon which the taxpayer relied 
were stated. It was held in this case that 
the claim had been perfected within the 
allowable time, and there were, therefore, no 
grounds for rejection. because of failure 
properly to state the reason why relief 
was due. 


Complete Statement of Grounds 


A claim should set forth clearly all grounds 
upon which the taxpayer might base his 
contention that he is entitled to a refund. 
For example, it is quite possible that a loss 
may arise out of a bad debt or a loss by 
reason of embezzlement. It may result 
from depreciation, obsolescence or loss from 
useful life. It is desirable to set forth 
every possible cause of action so that it 
cannot later be said that the suit was 
brought on improper grounds. See the case 
of Real Estate-Land Title & Trust Company 
v. U. S., 40-1 ustc § 9184, 60 S. Ct. 371. 
The view is also gaining acceptance that 
the Commissioner should be properly ap- 
prized of all material facts having a bearing 
on the case and that failure to do so may 
result in failure of the case should these 
hitherto undisclosed facts be brought to 
light at the trial. 


While a generalized claim can, within the 
statutory period, be amplified and amended 
to show the basis of the taxpayer’s conten- 
tion in particularized fashion, care should 
be exercised to prepare the claim as com- 
pletely as possible when it is first filed. 
An endless array of headaches may be 
avoided if this is done. 


Examination by the Bureau - 


Even the smallest claim is not allowed 
except after examination by an agent in 


the field. You have, therefore, by reason 
of your filing a claim, laid all the trans- 
actions affecting your taxpayer’s liability 
open to investigation. Very often a taxpay- 
er’s representative files claims indiscrimi- 
nately without regard to the correctness of 
the return already filed and discovers, to 
his sorrow, that he has stirred up a hornets’ 
nest. When the examination results in the 
establishment of a substantial deficiency, 
he finds that he is blamed by the client and 
is accused of costing him a lot of money. 
Obviously, the factors responsible for the 
large increase in tax liability were present 
before the claim wa8 filed. Certainly the 
taxpayer’s representative would not create 
them, and the taxpayer’s return might have 
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been examined in any event. However, by 
filing a claim for a relatively small amount 
and thus precipitating the examination, tax- 
payer’s counsel appears to have brought the 
visitation of evil upon the taxpayer and 
often gets the blame for it. Therefore, it is 
advisable before filing a claim to proceed 
cautiously, making some investigation into 
the possibility of a deficiency in the event 
the taxpayer’s return is intensively exam- 
ined. Remember, also, that even if the year 
is barred for the assertion of a deficiency, 
the Commissioner can set up offsetting 
adjustments sufficiently large to eliminate 
the overassessment. 


The revenue agent’s report will be issued 
rejecting the claim if the examining officer 
considers it unallowable or if he finds off- 
setting adjustments. The taxpayer may file 
a protest and have a conference on the 
question in the office of the internal reve- 
nue agent in charge. In preparing his 
protest, he should follow the usual rules 
governing the presentation of his case. He 
should carefully state his facts and the 
authority he relies upon as the basis of a 
refund. If he cannot settle his case at this 
level, he may have it considered by the 
technical staff before the final issuance of 
the statutory notice of rejection. If he re- 
lies upon a departmental ruling or a decision 
of the Tax Court in which the Commis- 


sioner has acquiesced, his opportunities of ° 


favorable settlement are good. The same is 
true if, under similar circumstances, the 
circuit court of appeals governing the tax- 
payer’s circuit has ruled for the taxpayer. 
The reverse is true if his only reliance is 
upon a Tax Court case in which the Com- 
missioner has not acquiesced or if he bases 
his hope upon the decision of another cir- 
cuit with which the Commissioner does not 
agree, 

The Commissioner must be given six 
months in which to take action on a claim 
and after that suit may be brought. The 
taxpayer must bring his suit within two 
years after receipt by registered mail of 
notice of rejection by the Commissioner. 
This is in accordance with Code Section 
3772, It is important to remember that a 
request that the Commissioner reconsider 
a claim will not prevent the running of the 
statute of limitations. See Clinton Trust 
Company v. U. S., 43-2 ustc J 9672, 52 F. 
Supp. 671.(Ct. Cls.). The purpose of this 
article, however, is not the discussion of 
the suit itself nor the possibilities for settle- 
ment after suit is begun, but the handling 
of refund cases at an administrative level. 
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Unusual Claims 


Although the standard procedure for ob- 
taining a refund from the use of a net 
operating loss or excess profits credit carry- 
back is the filing of a claim for refund on 
Form 843, the Tax Adjustment Act of 1945 
amended the Code to permit the use of 
another method in the event the taxpayer 
wishes to do so. This is the application 
for tentative carry-back adjustment. It is 
to be filed on Form 1139 in the case of a 
corporation or on Form 1045 in the case of 
an individual. These forms contain certain 
information pertaining to the loss for the 
current year and the liability for prior years 
which is required by the Regulations, and 
they must be filed within a period of twelve 
months after the end of the taxable year. 
Within ninety days from filing, the Com- 
missioner, on the basis of a limited exam- 
ination of the form, will make a refund 
subject to later adjustment if it is found 
to be in error. 


This procedure is sometimes followed by 
a taxpayer who wishes to obtain a quick 
refund rather than to file a Form 843 
claim and await its processing and exam- 
ination in the field. 


Inconsistent Position 


Section 3801 of the Internal Revenue 
Code permits certain adjustments that may 
result in refunds in the case of an incon- 
sistent position taken either by the taxpayer 
or by the Commissioner. The rule in this 
section may apply to one taxpayer or to 
related taxpayers. If it can be invoked, 
claims made under it may be effective for 
years subsequent to 1931, but no adjustment 
may be made on this basis for any taxable 
year beginning prior to January 1, 1932. 
It is not the purpose of this article to dis- 
cuss the question of inconsistent position, 
which should be the subject of very careful 
development, except to direct attention to 
the fact that such claims may be filed under 
given conditions. Among the errors that 
may be corrected by the application of 
Section 3801 are the double inclusion of an 
item of gross income, the double allowance 
of a deduction or credit and erroneous pre- 
vious treatment of a transaction relating to 
the acquisition of property which affects its 
basis in a later sale or exchange. The claim 
under this section may be properly filed 
only after a “determination” by the Com- 
missioner which consists of one of the fol- 
lowing actions: 
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(A) A closing agreement under Section 
3760; 

(B) A decision by the Tax Court or a 
judgment, decree or other order by any 
court of competent jurisdiction which has 
become final; or 

(C) A final disposition by the Commis- 
sioner of a claim for refund, 

The claim may be filed within a year 
after one of these acts has taken place. 

Although it is sometimes applied in prin- 
ciple in administrative settlements without 
the filing of a claim, the claim itself is valid 
only if one of the three events stated in the 
preceding paragraphs has taken place. 

The section is also applicable to trans- 
actions between related taxpayers and would 
embrace situations such as the inclusion of 
the same income in the returns of both hus- 
band and wife. In the case of the following 
relationships the application of this section 
is permitted: husband and wife; grantor 
and fiduciary; grantor and beneficiary; fi- 
duciary and beneficiary, legatee or heir; 
decedent and decedent’s estate; partners. 


Bureau's Attitude 


The Bureau’s attitude in dealing with re- 
fund claims may, at times, seem harsh and 
unsympathetic and may appear to require 
an unusually strict measure of proof. Often 
Bureau officials are accused of invoking 
every tactic possible to obstruct the refund 
of money due. It is not believed that such 
charges are just, for it appears that the 
Bureau sincerely endeavors to be fair in its 
dealings with the taxpaying public. It must 
be remembered, however, that the Revenue 
Department’s function is the fair adminis- 
tration of the tax law and that while it 
should be thoroughly fair and impartial in 
its dealings with the taxpaying public, it 
cannot justify tfle indiscriminate allowance 
of refunds without good, sound reasons to 
support them. It is required, therefore, to 
exercise extreme caution in its allowances 
and to be governed by the doctrines ex- 
pressed in the decided cases on these points. 
It must regard itself as the custodian of the 
public’s money and must realize that a re- 
fund improperly made penalizes all tax- 
payers. [The End] 


Transition from Corporate 


to Noncorporate Form 


By DAVID BECK 
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ET US ASSUME that A, B and C, who 

have been the sole stockholders of a 
small corporation, X, have decided to elim- 
inate the corporation and to continue their 
business operations as a partnership. 


How may they best accomplish the change- 
Over, income taxwise? What will be the 
income tax consequences to the liquidating 
corporation, to the liquidating stockholders 
and to the successor partnership? What 
are the pitfalls? 
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General Considerations 


Statutory Provisions.—At the outset it is 
important to note the provisions of the In- 
ternal Revenue Code which do not apply as 
well as those which do apply to the situa- 
tion here presented. 


Whereas Section 112(b)(5) provides that 
no gain or loss is recognized if property is 
transferred to a corporation by one or more 
persons solely in exchange for stock or se- 
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curities in such corporation and if immedi- 
ately thereafter such persons are in control 
of the corporation, no comparable provision 
appears with respect to the nonrecognition 
of gain or loss where property is transferred 
from the corporation.’ Although the contin- 
uation of the business enterprise, marked by 
the transition from noncorporate to corpo- 
rate form, is a privileged event, taxwise, 
where the requirements of Section 112 (b) 
(5) are met, the same tax incidents do not 
prevail in the reverse situation. This may 
appear somewhat anomalous from an eco- 
nomic aspect where the successor partner- 
ship takes over all the assets and liabilities 
of the corporation and continues the opera- 
tions of the business with the same investors. 
The fact is, however, that the liquidation of 
the corporation is considered a taxable event 
and, unless within the ambit of Section 112 
(b) (7) (hereinafter discussed) falls within 
the provisions of Section 115 (c). 

This latter section provides that amounts 
distributed in complete liquidation of a cor- 
poration shall be treated as in full payment 
in exchange for the stock and amounts dis- 
tributed in partial liquidation thereof shail 
be treated as in part or full payment in ex- 
change for the stock. The phrase “in ex- 
change” brings Section 115 (c), here assumedly 
concerned with capital assets, within the 
compass of Section 117 (a) dealing with 
gains and losses from the sale or exchange 
of capital assets. 


Choice and Taxation of Noncorporate 
Successor.—For purposes of the instant dis- 
cussion, it will be assumed that the successor 
to the corporation is a general partnership, 
although other noncorporate forms for the 
purpose of conducting business, such as sole 
proprietorships and limited partnerships, exist. 


The use of sole proprietorships by the 
former stockholders would present no prob- 
lem and, indeed, would foreclose further 
discussion, since each would take his propor- 
tionate fragment of the former corporation 
and would carry on a separate and independ- 
ent enterprise after taxes upon liquidation 
had been satisfied. Each individual would 
thereafter be responsible for his individual 
income tax burden based upon income de- 


1See, however, discussion of Code Section 
112 (b) (7) herein under the heading ‘‘Income 
Tax Consequences of Liquidating Process,’’ 
Subheading ‘‘To Stockholders.’’ 

? Regulations 111, Section 29.3797-5. 

3 Commissioner v. Rector and Davidson, 40-1 
ustc J 9401, 111 F.. (2d) 332 (CCA-5); see Weston 
Vernon, ‘‘When Are Partnerships Likely to Be 
Taxed as Associations?’’ Proceedings of the 
New York University Fourth Annual Institute 
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rived from the conduct of his individual 
business and other sources. 


The use of a limited partnership, consist- 
ing of the former stockholders, might pre- 
sent a more dangerous situation. Such a 
partnership is classified for the purposes of 
the Code as an ordinary partnership or, on 
the other hand, as an association taxable as 
a corporation, depending upon its character 
in certain material respects.2 It has been 
held that the five salient features of a cor- 
poration are: (1) title to the property held 
by the entity; (2) centralized management; 
(3) continuity uninterrupted by deaths among 
the beneficial owners; (4) transfer of inter- 
est without affecting the continuity of the 
enterprise; and (5) limitation of the personal 
liability of participants.* The Regulations,‘ 
however, specify three of the foregoing fea- 
tures as being sufficient to make a limited 
partnership taxable as an association, omit- 
ting (1) and (5) above. Analysis of the fore- 
going criteria in an effort to predetermine 
whether a limited partnership is to be taxed 
as a partnership or as a corporation is be- 
yond the scope of this article. Suffice it to 
say that the use of a limited partnership as 
a successor to corporate form may produce 
an entity lacking the advantages of a cor- 
poration, businesswise, but having all the 
disadvantages of a corporation, taxwise. 

When the successor is a general partner- 
ship, meeting the requirements of local law, 
and all the facts indicate that the parties in 
good faith and acting with a business pur- 
pose intended to join together in the conduct 
of the enterprise, thereby satisfying all re- 
quirements for tax purposes,* it will be sub- 
ject to the provisions of Section 181 of the 
Code. Unlike a corporation or an associa- 
tion taxable as a corporation, a partnership 
is not a taxable entity. Although it is re- 
quired to file a return, such return is an 
information return, and any and all taxes 
are imposed upon the individuals in their 
individual capacities. In the computation of 
his respective net income, each partner is 
obliged to include his distributive share of 
the ordinary net income whether or not dis- 
tribution is made to him. 


Timing the Transition.—AIthough there is 
no hard-and-fast rule as to when a change- 


on Federal Taxation (1945) (Albany, Matthew 
Bender & Company, Inc., 1946), p. 489. 

* Footnote 2. 

5 This latter qualification is particularly apt 


in connection with family partnerships. See 
Commissioner v. Culbertson, 49-1 ustc { 93238, 
337 U. S. 733, and Gutkin and Beck, “‘Culbertson 
Case May Herald New Era in Family Partner- 
ships,’’ Journal of Accountancy, August, 1949, 
p. 121. 
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over, if decided upon, should be consum- 
mated, certain relevant inquiries should be 
made. Initially, it should be borne in mind 
that a possibility may exist of splitting the 
income of the corporation by liquidating it 
at some time prior to the close of its taxable 
year. This may be advantageous, particu- 
larly where the income of the corporation 
augurs to be high at the end of its taxable 
year. By liquidating, the stockholders may 
effectively convert income taxable at ordi- 
nary rates, if received by them as dividends, 
into capital gain. On the other hand, if the 
company’s business is seasonal and if it 
appears that its net income will diminish 
with the passage of time, it may be wise to 
defer the liquidation. 


Moreover, the excess profits tax conse- 
quences should be considered. If the net 
income of the corporation is such that it is 
subject to the Excess Profits Tax Act of 
1950, annualization of a short taxable year, 
howsoever caused, is required.* Income tax- 
wise, annualization is required only where 
the short taxable year is due to a change in 
the accounting period.” 


Income Tax Consequences 
of Liquidating Process 


To Liquidating Corporation.—Where as- 
sets which have appreciated in value since 
their acquisition have been distributed in 
kind by the corporation in liquidation, the 
question has been raised whether such ap- 
preciation results in gain to the corporation. 
The Regulations now specifically state that 
no gain is realized to the corporation under 
such circumstances,’ and this, in effect, is a 
restatement of the Supreme Court holding 
in General Utilities and Operating Company v. 
Helvering® More recently this principle was 
reaffirmed by the Supreme Court in U. S. 
v. Cumberland Public Service Company.” 


Similarly, the distribution in liquidation 
of assets which have depreciated in value 
does not give the corporation the benefit of 
any loss deduction. Under such circumstances, 
consideration should be given to the advisa- 
bility of having the corporation sell the de- 
preciated assets to outsiders to take full 
advantage of the loss. If the assets being sold 
consist of property used in its trade or busi- 
ness and held for more than six months, the 
loss will qualify as an ordinary loss under 

® Code Section 433 (a) (2). 

™ Code Section 47. 


8 Regulations 111, Section 29.22 (a)-20. 
® 36-1 ustc J 9012, 296 U. S. 200 (1935). 
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Section 117 (j). Thereafter, the proceeds 
from the sale could be distributed in liqui- 
dation. Such procedure would accomplish 
the dual purpose of giving the corporation 
the benefit of an ordinary loss as well as 
eliminating any question as to the valuation 
of the assets upon liquidation. Of course, if 
the sale of the assets by the corporation 
were consummated with the successor part- 
nership as the direct purchaser, the loss 
would undoubtedly be attacked as being 
within the prohibition of Section 24 (b). 
Under this latter section, losses upon the 
sale or exchange of property are disallowed 
where the sale or exchange is directly or 
indirectly between the related taxpayers 
therein set forth. 


Gain to the corporation may, however, 
result where assets which have appreciated 
in value are distributed in liquidation to its 
stockholders who subsequently sell the as- 
sets. Whether the gain upon the sale of the 
assets by the stockholders should be im- 
puted to the corporation and the standards 
considered in the determination of that ques- 
tion were brought before the Supreme Court 
of the United States twice within a period 
of five years: Commissioner v. Court Holding 
Company; ™ U. S. v. Cumberland Public Serv- 
ice Company.” In Court Holding Company, 
the president of the corporation conducted 
negotiations on behalf of the corporation for 
the sale of its sole asset, an apartment house. 
The prospective purchaser, lessee of the house 
in question, reached an oral agreement with 
the corporation in February, 1940. Upon 
the advice of counsel, the corporation re- 
fused to reduce the contract to writing, and 
the purchaser was informed that such action 
was necessary to effect tax economies. Im- 
mediately thereafter, the corporation was 
liquidated, the stockholders surrendered their 
stock and the building was deeded to them 
in exchange therefor. Within a week, the 
former stockholders sold the property, in 
their individual capacities, to the same pur- 
chaser upon terms substantially identical to 
those set forth in the previous oral contract 
with the corporation. A down payment to 
the corporation, in the amount of $1,000, 
was credited against the purchase price agreed 
upon in the contract with the individual 
vendors. The Tax Court found that the cor- 
poration never really abandoned its sales 
negotiations, that it never did dissolve, that 
the sole purpose of the so-called liquidation 

10 50-1 ustc J 9129, 338 U. S. 451. 


11 45-1 ustc {§ 9215, 324 U. S. 331. 
122 Footnote 10. 
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was to disguise a corporate sale through use 
of mere formalisms in order to avoid tax 
liability and that the sale had been made 
by, and the gains were taxable to, the cor- 
poration. 


The Circuit Court of Appeals for the Fifth 
Circuit took a different view of the evi- 
dence and reversed the Tax Court. Before 
the Supreme Court, the government con- 
tended that whether a liquidation distribu- 
tion was genuine or merely a sham was 
traditionally a question of fact. The Su- 
preme Court agreed with this contention 
and reinstated the Tax Court’s findings and 
judgment. Discussing the evidence which 
supported the findings of fact, the Court, in 
an opinion written by Justice Black, said 
(page 334): 


“On the basis of these findings, the Tax 
Court was justified in attributing the gain 
from the sale to the respondent corporation. 
The incidence of taxation depends upon the 
substance of a transaction. The tax conse- 
quences which arise from gains from a sale 
of property are not finally to be determined 
solely by the means employed to transfer 
legal title. Rather, the transaction must be 
viewed as a whole, and each step, from the 
commencement of negotiations to the con- 
summation of the sale, is relevant. A sale 
by one person cannot be transferred for tax 
purposes into a sale by another by using the 
latter as a conduit through which to pass 
title. —To permit the true nature of a trans- 
action to be disguised by mere formalisms, 
which exist solely to alter tax liabilities, 
would seriously impair the effective admin- 
istration of the tax policies of Congress.” 


The conduit theory formed the basis of 
the government’s argument in the Cumber- 
land case. There, the respondent, a closely 
held corporation, had for a long time been 
engaged in the business of generating and 
distributing electric power in three Ken- 
tucky counties. In 1936 a local cooperative 
began to distribute Tennessee Valley Au- 
thority power in the area served by respond- 
ent. It soon became obvious that respondent’s 
diesel-generated power could not compete 
with TVA power, which respondent had 
been unable to obtain. Respondent’s share- 
holders, realizing that the corporation must 
get out of the power business unless it ob- 
tained TVA power, accordingly offered to 
sell all the corporate stock to the cooper- 
ative which was receiving such power. The 
cooperative refused to buy the stock but 
countered with an offer to buy from the 
corporation its transmission and distribution 
equipment. The corporation rejected the of- 
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fer, because it would have been compelled 
to pay a heavy capital gains tax. At the 
same time, the shareholders, desiring to 
Save payment of the corporate capital gains 
tax, offered to acquire the transmission and 
distribution equipment and then sell to the 
cooperative. The cooperative accepted. The 
corporation transferred the transmission and 
distribution systems to its shareholders in 
partial liquidation. The remaining assets 


were sold, and the corporation dissolved. 
The shareholders then executed the previ- 
ously contemplated sale to the cooperative. 


Upon this sale by the shareholders the 
Commissioner assessed and collected a $17,000 
tax from the corporation on the theory that 
the shareholders had been used as a mere 
conduit for effectuating what was really a 
corporate sale. Respondent brought action 
to recover the amount of the tax. The Court 
of Claims found that the method by which 
the stockholders disposed of the properties 
was avowedly chosen in order to reduce 
taxes but that the liquidation and dissolu- 
tion genuinely ended the corporation’s activ- 
ities and existence. The court also found 
that at no time did the corporation plan to 
make the sale itself. Accordingly, it found 
as a fact that the sale was made by the 
shareholders rather than the corporation and 
entered judgment for respondent. One judge 
dissented, believing that the Supreme Court’s 
opinion in Court Holding Company required 
a finding that the sale had been made by 
the corporation. 


The Court’s refusal to extend the “con- 
duit” theory enunciated in Court Holding 
Company to the instant case lies in the Court’s 
explanation that the language thereof does 
not mean that a corporation can be taxed 
even when the sale has been made by its 
stockholders following a genuine liquidation 
and dissolution. It recognizes that while 
“the distinction between sales by a corpora- 
tion as compared with distributions in kind 
followed by shareholder sales may be par- 
ticularly shadowy and artificial when the 
corporation is closely held, Congress has 
chosen to recognize such a distinction for 
tax purposes. The corporate tax is thus 
aimed primarily at the profits of a going 
concern.” The Court points out that what- 
ever may be the motive for liquidation, Con- 
gress has imposed no tax on liquidating 
distributions in kind or in dissolution and 
that, consequently, a corporation may liqui- 
date or dissolve without subjecting itself to 
the corporate gains tax even though a pri- 
mary motive is to avoid the burden of cor- 
porate taxation. 
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Moreover, the Court indicates the amount 
and type of reliance to be placed on lower 
courts’ findings of fact supported by proper 
evidence. It plainly states that in the light 
of the Court of Claims’ finding that the sale 
was made by the stockholders rather than 
the corporation, the government’s argument 
that the shareholders acted as a mere “con- 
duit” must fall. The subsidiary finding that 
a major motive of the shareholders was to 
reduce taxes was stated not to bar that con- 
clusion. 


Aside from questions relating to gain or 
loss to the corporation upon its liquidation, 
it should be noted that such liquidation may 
well preclude the imposition of the penalty 
surtax under Section 102 for the accumu- 
lation of surplus beyond the reasonable needs 
of the business. The rates of such tax are 
costly, since it is a surtax imposed upon a 
corporation in addition to regular normal 
and surtax rates and consists of 27% per 
cent of the undistributed Section 102 net 
income not in excess of $100,000 plus 38% 
per cent of such income in excess of $100,000. 
The prospect of becoming subject to this 
additional tax burden has been responsible 
for the liquidation of many corporations, 
especially since no gain is recognized to the 
corporation upon the liquidation itself. Of 
course, the liquidation of a corporation can- 
not whitewash the corporation’s liability un- 
der Section 102 for prior years not barred 
by the statute of limitations, but the event 
of liquidation can convert earnings and profits 
of the current year into capital gain to the 
stockholders and will foreclose any danger 
of Section 102 for future years. 


To Stockholders.—Attention should now 
be turned from the corporation’s income tax 
consequences to those of the stockholders. 


Upon the liquidation of the corporation 


and the distribution of its assets to the 
stockholders, the latter have gain or loss 
in an amount measured by the difference 
between the fair market value of the assets 
(not book value) and the basis of their stock.” 
Such gain or loss would be treated as one 
arising from payment in exchange for the 
stock and would accordingly constitute cap- 
ital gain or loss,“ irrespective of the fact that 
some portion of each stockholder’s propor- 
tionate share may include noncapital assets 
and even surplus. The gain or loss to the 
particular stockholder will be long or short 
13 Code Sections 111, 115 (c). 


14 Code Sections 115 (c), 117 (a). 
18 Code Section 117 (b). 
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term depending upon whether or not the 
holding period for his stock was more than 
six months.” These principles are in no 
wise affected by the fact that the distributed 
assets find their way into a successor part- 
nership formed contemporaneously with the 
liquidation process or into one whose forma- 
tion antedated or postdated the liquidation.” 


Inasmuch as the tax consequences to the 
stockholders are measured by reference to 
the fair market value of the assets as of the 
date of liquidation, it is such value which 
becomes the basis of the assets in question 
in the future in determining a stockholder’s 
gain or loss upon their disposition or their 
contribution to a successor partnership. The 
effect may be that a stockholder who con- 
tributed to a corporation machinery and 
equipment having a basis to him of $10,000 
will have a stepped-up basis therefor if the 
fair market value thereof at the date of liqui- 
dation of the corporation exceeds his orig- 
inal basis. If the fair market value thereof 
at such date is less than his original basis 
therefor, he will have a stepped-down basis. 

Although the general rules apply to all 
stockholders alike in that the determination 
of gain or loss is measured by the difference 
between the basis of their stock and the 
fair market value of the assets received by 
them in liquidation, the actual tax costs will 
not always be proportionate to their share- 
holdings. The similarity or dissimilarity of 
tax cost will depend upon the tax basis of 
the particular shareholder’s shares and his 
individual tax bracket. 

With respect to basis,” stockholders will 
be similarly situated where they have made 
direct contributions to the corporation in 
exchange for stock, thereby having a cost 
basis therefor. However, such cost basis 
may well be less than the cost basis of a 
stockholder who came into the corporation 
by buying out the stock interest of a former 
stockholder. This would be particularly true 
where the intervening years were profit years. 
Moreover, the basis of stock to a donee who 
received his stock as a gift after December 
31, 1920, will be either his donor’s basis, if 
the stock is being sold or exchanged at a 
gain, or the lesser of the donor’s basis or the 
fair market value as of the date of gift, if 
disposition of the stock results in a loss. 
Again, a stockholder who received his stock 
by inheritance will have as his basis the fair 
market value thereof as of the-date of the 


1%6See Walter J. Blum, ‘‘Changing from a 
Corporation to a Partnership,’’ TAxEs—The Taz 
Magazine, December, 1950, p. 1180. 

17 Code Section 113. 
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Asked whether drive-in theaters needed 
licenses of the type required of circuses, 
menageries and other entertainments ‘‘in 
the open air or under tents,"’ the Attorney 
General of Wyoming said he didn't think 
so. The drive-ins are in enclosures, and 
entertainments in such places are specifi- 
cally exempt.—Opinion of April 30, 1951. 


death of the decedent unless the optional 
valuation date was elected by the executor, 
in which case the applicable valuation date 
is the optional valuation date.* Inasmuch 
as the basis of stock received in a nontaxable 
exchange is a substituted one, basis in the 
hands of a successor stockholder would be 
the same as the basis for the property sur- 
rendered by him in exchange therefor. It 
may accordingly be seen that a variety of 
results will be obtained in the computation 
of gain or loss to the individual stockhold- 
ers when the fair market value of the assets 
is measured against their varied bases. It 
may be that the stockholders, in contribut- 
ing to.a successor partnership, will wish to 
equalize some of the existing discrepancies. 


In addition, since the liquidation results 
in a capital transaction, the maximum effec- 
tive tax on long-term capital gain cannot 
exceed twenty-five per cent of such gain.” 
However, this alternative tax ceiling oper- 
ates only where the surtax net income of 
taxpayers filing a joint return exceeds $40,000 
or the surtax net income of a taxpayer filing 
a separate return exceeds $20,000. Where 
the surtax net income in each of the fore- 


going instances does not exceed the desig-. 


nated amounts, the effective tax rate on the 
capital gain would automatically be less 
than twenty-five per cent. 


A novel facet of tax law concerning the 
proper treatment to be accorded amounts 
paid by stockholders after liquidation in sat- 
isfaction of their transferee liability has re- 
cently been litigated. The problem was raised 
in Switlik.” The corporation was liquidated 
in August, 1941, the: stockholders receiving 
distributions in liquidation. They reported 
their pro-rata shares in their individual in- 
come tax returns for 1941 as long-term cap- 
ital gains, of which fifty per cent was taken 
into account. In 1942 the Commissioner de- 
termined tax deficiencies against the corpo- 
ration for the years 1940 and 1941 which 
were settled in 1944. By reason of its prior 


18 Code Sections 113 (a) (5), 811 (4). 
19 Code Sections 117 (b), 117 (c). 


West Virginia Tax Institute 


dissolution and its distribution of substan- 
tially all of its assets to stockholders, the 
corporation was unable to pay the deficiencies. 
The stockholders were liable as transferees 
and paid the deficiencies in 1944. They 
treated the payments in 1944 in satisfaction 
thereof as losses incurred in a transaction 
entered into for profit and deducted the en- 
tire amount of the payments from gross 
income. The Commissioner contended that 
the taxpayers could treat as a loss only fifty 
per cent of the amount of the deficiencies of 
the corporation’s taxes and that the loss was 
a capital, not an ordinary, loss. 


In the Tax Court, the Commissioner con- 
tended that the relationship of the payments 
to the long-term gains realized by the stock- 
holders on liquidation was so close that it 
gave the payments the character of long- 
term losses, for they merely represented tax 
payments which would ordinarily have gone 
to reduce the liquidating dividend. The Tax 
Court held in favor of the taxpayer on the 
basis of the single year as the unit of taxa- 
tion and determined that the capital transfer 
was concluded in 1941, when the distribu- 
tions became the stockholders’ property, and 
that the losses sustained by them in 1944 
as a result of the satisfaction of their lia- 
bility as transferees were ordinary losses 
in 1944. The Court of Appeals for the Third 
Circuit affirmed. 


Modifications by Revenue Act of 1950.— 
It has already been noted that the liquida- 
tion of a corporation is a taxable event. This 
is not to say, however, that it invariably re- 
sults in gain or loss to the stockholders, 
since it is quite conceivable that the basis 
of their stock will be the arithmetic equiva- 
lent of the fair market value of the assets 
and that, therefore, no gain or loss will 
result. 

In the average situation, however, there 
will be gain or loss to the distributees, and 
it will be treated as a capital gain or loss 
and immediately taxed as such. An excep- 
tion to this general rule has recently been 
reintroduced into the Code by the Revenue 
Act of 1950 in the form of Section 112 (b) 
(7), previously inapplicable to all taxable 
years after 1944. The present section ex- 
presses the same special rule as its earlier 
counterpart for the treatment of gains to 
stockholders where complete liquidation of 
a domestic corporation is accomplished dur- 
ing any one calendar month in the year 1951. 
The purpose of the section is to furnish 
some measure of relief to stockholders where 


7 CCH Dec. 17,110, 13 TC 121 (1949), aff'd 
50-2 ustc {| 9446, 184 F. (2d) 299 (CA-3). 
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gain upon liquidation would be represented 
for the most part by unrealized appreciation 
in the value of assets held by the corpora- 
tion. Under the general rule, the stockhold- 
ers would be obliged to report such gain 
and immediately to pay the capital gains tax 
thereon. Where a stockholder has elected 
to avail himself of the benefits of the section 
(an election being a prerequisite), he may 
effectively postpone recognition of that por- 
tion of his gain which is allocable to the 
unrealized appreciation of the company’s 
assets. The formula for the determination 
and taxability of gain is set forth by the 
section. To the extent to which the corpo- 
ration has accumulated earnings and profits, 
the stockholder’s gain is deemed initially 
attributable to his portion thereof and is 
taxed to him as an ordinary dividend at 
ordinary rates. This phase of the matter 
should be given very careful scrutiny, be- 
cause a miscalculation of the company’s 
earnings and profits and the stockholder’s 
aliquot portion may result in his tax cost far 
exceeding what the capital gains tax would 
have amounted to under the general rule.” 
The next part of his gain is deemed attrib- 
utable to any cash which he may receive, 
treated as capital gain to the extent it ex- 
ceeds his allocable dividend. The value of 
any stock or securities purchased by the 
company after August 15, 1950, is treated 
as cash. This provision was introduced to 
frustrate the attempts of stockholders to 
avoid the recognition of gain by converting 
company cash into other assets when it be- 
came apparent that the section would be 
reintroduced into the Code. The remainder 
of the gain, if any, will be represented by 
appreciated assets, and the recognition thereof 
is postponed by carrying over to these assets 
the adjusted basis for the stockholder’s stock, 
decreased by the amount of cash he received 
in excess of his share of accumulated earn- 
ings and profits and increased by the amount 
of recognized gain.” 


The basis attributed to the appréciated 
assets under the special provisions of Sec- 
tion 112 (b) (7) would be their basis to the 
stockholder upon his subsequent contribu- 
tion of the assets to the successor partnership. 


A further exception to the general rules 
heretofore stated relates to the quantum of 
taxability to the stockholders in the event 
of the liquidation of certain types of corpo- 
rations. As already pointed out, the distrib- 
utees of a liquidating corporation normally 

21 See Goldman, CCH Dec. 17,922(M), 9 TCM 


936 (1950); Meyer, CCH Dec. 17,981, 15 TC —, 
No. 109 (1950). 
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have capital gain or loss. Where, however, 
the corporation being liquidated is one which 
comes within the provisions of Section 117 
(m) of the Code, introduced by the Revenue 
Act of 1950, the corporation is considered a 
collapsible corporation, and the gain to the 
distributees is treated as ordinary income. 
The Code defines a collapsible corporation 
as one “formed or availed of”™ principally 
for the manufacture, construction or produc- 
tion of property with a view to (a) the sale 
or exchange of stock by its stockholders 
(whether in liquidation or otherwise) or a 
distribution to its stockholders prior to the 
realization by such corporation of a sub- 
stantial part of the net income to be derived 
from such property, and (b) the realization 
by such shareholders of gain attributable to 
such property. 

To illustrate how the collapsible corpora- 
tion was used as a temporary corporation 
to convert ordinary income into long-term 
capital gain, let us look to its operation in 
the motion picture industry where it was 
principally employed. A corporation engaged 
in producing motion pictures would ordinarily 
pay the corporate income tax on its net in- 
come, and its stockholders would pay ordi- 
nary income tax on their dividends from the 
corporation. Producers then organized sep- 
arate corporations for each motion picture. 
Upon completion of a film but prior to real- 
ization by the corporation of any income 
therefrom, the corporation was liquidated 
and the assets distributed. In such a case, 
the corporation paid no tax, claiming that 
it had no income. The producer paid tax 
upon the difference between his cost and the 
fair market value of the assets distributed, 
but such gain was treated as a long-term 
capital gain. If the income from the film 
did not exceed the fair market value, which 
became its basis, there was no further tax. 
In addition to the motion picture industry, 
the device was similarly used in the building 
construction trade by contractors who had 
their corporations construct buildings for 
sale, liquidated the corporations, receiving 
the buildings in liquidation, and, as individ- 
uals, sold them. 

Under the Revenue Act of 1950, gain real- 
ized after December 31, 1949, from the sale 
or exchange (including liquidation) of stock 
in a collapsible corporation will be treated 
as ordinary income, where the stockholder 
owned ten per cent or more of the corpo- 
ration’s stock, if the gain realized is more 
than seventy per cent attributable to prop- 

22 Footnote 16. 


2% Note the similarity of language with Code 
Section 102. - 
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erty produced by the corporation and is 
realized within three years following com- 
pletion of the manufacture, construction or 
production of the property. 


With respect to the transition from cor- 
porate to noncorporate form, the stepped-up 
basis to the stockholder of the assets re- 
ceived from the corporation and contributed 
to the partnership will not be affected by 
the collapsible-corporation provisions, but 
the tax price to the stockholder will vary 
depending upon whether he has to pay 
ordinary or capital gain rates. 


Income Tax Consequences 
to Successor Partnership 


Latent Dangers.—There is no direct tie in 
between the tax incidents to the liquidating 
corporation and/or its stockholders upon 
the liquidation and the successor partner- 
ship other than the question of basis, which 
may raise upon the contribution of assets 
to it. The formation of the successor 
partnership has no bearing, taxwise, upon 
the liquidation of the corporation, and the 
liquidation of the corporation has none 
upon the formation or continuation of the 
partnership. The liquidating stockholders 
realize no gain or loss upon the contribution 
of the assets to the partnership, nor does 
the partnership have any gain or loss upon 
such initial contribution of assets. Such 
tax consequences as may ultimately pre- 
sent themselves will revolve about the basis 
for the assets contributed. 


There are, however, latent dangers of 
taxation which should be borne in mind. 
One of these is the danger that the partner- 
ship will be taxed as a corporation where 
the attributes of the partnership are closely 
akin to those of a corporation. Inasmuch as 
federal tax consequences are not necessarily 
governed by local rules of law, the fact that 
state law has been complied with in the 
formation of the partnership will not fore- 
close such a result where, for tax purposes, 
the partnership has the attributes of a 
corporation. The factors examined by the 
courts in the determination of whether a 
general partnership is to be taxed as such 
or aS an association taxable as a corpo- 
ration are comparable to those hereinabove 
discussed.* 


A further area of danger lies in the situ- 
ation where the successor partnership is at 


*4See the material herein under the heading 
“General Considerations,’’ subheading ‘‘Choice 
and Taxation of Noncorporate Successor’’; 
Regulations 111, Section 29.3797-4. 
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some future date abandoned and succeeded 
in turn by another corporation, The Com- 
missioner might well argue that the liquida- 
tion of the original corporation, the formation 
and liquidation of the successor partner- 
ship and the formation of the new cor- 
poration. were component steps of one 
transaction, which steps should properly be 
integrated into a simple, unified whole 
recognizable as a “reorganization” under 
Section 112 of the Code. Such contention 
would be along the lines delineated in 
Lewis v. Commissioner.* The effect would 
be that gain or loss upon liquidation of the 
original corporation would properly not be 
recognizable, the basis of assets contributed 
to the partnership would be the same as the 
basis for the stock surrendered in the 
original corporation, the basis of assets con- 
tributed to the new corporation would be 
a substituted basis and assets withheld from 
the partnership or the’ new corporation 
might constitute boot and be taxable as an 
ordinary dividend.” 


Basis of Assets to Partnership.—One of 
the more important aspects of a change- 
over from the corporate form of doing busi- 
ness to a partnership involves the deter- 
mination of basis. As in other instances, 
basis is important for the purpose of com- 
puting both depreciation and gain or loss 
upon the disposition of assets. Basis may 
be established by tracing the income tax 
route of such assets. Thus, upon the liqui- 
dation of the corporation, the stockholders 
measure the basis of their stock against the 
fair market value of the assets received by 
them as of the date of liquidation. The 
liquidation being a taxable incident, with 
gain or loss recognized thereon, the fair 
market value of the assets as of such time 
establishes a new basis therefor in the 
hands of the distributee stockholders. Upon 
contribution thereof to the partnership, 
the basis to the partnership is the same 
as in the hands of the individuals prior to 
contribution.” There is no gain or loss 
to the partnership nor the partners at the 
time of contribution. 


Although there is no difficulty in the 
statement of the broad general rule that 
the new basis of the assets is determined by 
their fair market value as of the date of 
liquidation, caution should be observed in 
the allocation of value and the resulting 
basis among the various assets being dis- 
tributed. From a tax viewpoint, it would 

25 49-2 ustc J 9377, 176 F. (2d) 646 (CA-1). 


26 Code Section 112 (c). 
21 Code Section 113 (a) (13). 
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be more judicious to allocate the maximum 
value to inventory and depreciable assets, 
since the effect thereof would be to mini- 
mize gross profits from sales and to maxi- 
mize the deduction for depreciation. The 
allocation should be not only to depre- 
ciable assets consisting of plant, equipment 
and real property but also to leaseholds, 
patents, copyrights and other assets which 
may be amortized. It has been pointed 
out that where a corporation has a de- 
preciable or amortizable asset which has 
increased in value. while held by it, such 
increase will probably be reflected in the 
gain to the stockholders upon liquidation 
and will enter into the computation of 
basis. The gain will be taxed to the stock- 
holders at capital gain rates, while the 
stepped-up basis will give rise to an increased 
deduction for depreciation which will be 
offset against the ordinary income of 
the partners.” 


Some consideration should be given to 
the possibility that the economic continua- 
tion of the business by the same parties and 
with possibly the same name might cause 
the Bureau to determine that the good-will 
factor in the corporation should constitute 
part of the gain to the stockholders on 
liquidation.” If good will is considered an 
asset of value on liquidation, it would ap- 
parently not constitute an amortizable asset 
to the partnership in its operations. If the 
good-will factor is deemed to be of sub- 
stantial value, it may well make prohibitive 
the cost of a change-over to a partnership 
that is nothing more than an economic 
continuation of the business. Effort should 
be made to thwart any such good-will 
factor by interruption of any chain of 
identity between the entities. 


Attention should also be directed to the 
situation where the corporation owns insur- 
ance on the lives of officers or employees and 
assigns it to the partnership. This may 
be considered a transfer for value -which 
would fall outside the rule contained in 
Section 22(b)(1) that insurance proceeds 
payable by reason of the death of the 
imsured do not constitute taxable income 
to the recipient. An assignment for value 
constitutes the proceeds taxable to the 
recipient as ordinary income to the ex- 
tent of the excess over the consideration 

28 Footnote 16. 

29 Shelton, ‘‘Stockholder’s Gain on the Liquida- 
tion of a Corporation Where There Is Good 
Will,’’ Proceedings of the New York University 
Seventh Annual Institute on Federal Taxation 


(1948) (Albany, Matthew Bender & Company, 
Inc., 1949), p. 349. 


paid by the recipient together with pre- 
miums paid by him. To» avoid any such 
eventuality, it may be wise to place the 
ownership of the policies in the insureds 
themselves rather than in the partnership 
or to consider cancelling the old policies 
and having the partnership take out new ones. 


Tax Consequences of Partial 
Liquidations and Change-overs 


Many of the problems hereinabove dis- 
cussed are equally applicable to a partial 
liquidation of a corporation and partial 
change-over to a partnership. However, 
additional problems in the form of Sec- 
tions 115(g) and 45 of the Code present 
themselves. 

The former section provides that if a 
corporation cancels or redeems its stock 
at such time and in such manner as to 
make the distribution and cancellation or 
redemption in whole or in part essentially 
equivalent to the distribution of a taxable 
dividend, the amount so distributed, to the 
extent that it represents a distribution out 
of the earnings and profits of the company, 
is to be treated as an ordinary dividend. 
The operation of this section is quite dif- 
ferent from that of Section 115(c) which 
taxes as capital gains the amount of the 
excess over basis, that is, only the gain. 
Section 115(g) taxes the entire amount. 
The difficulty inherent in the instant section 
lies in the determination as to when the 
distribution is “essentially equivalent.” The 
Regulations provide that a pro-rata re- 
demption of stock among stockholders will 
generally be considered as effecting a dis- 
tribution essentially equivalent to a dividend 
where accumulated earnings and profits are 
present.” Cases have delved into various 
criteria of taxability in the determination of 
essential equivalence including the dividend 
policy of the corporation, business purposes 
for the distribution, whether a continuing 
plan for issuance and redemption is evi- 
denced and other factors.“ These are not 
within the scope of the present article. 
Suffice it to say, however, that the stock- 
holders may be considered to have received 
assets as ordinary dividends even where 
they were transferred forthwith after re- 
ceipt to the partnership. 


%* Regulations 111, Section 29.115-9. 

31 See Gutkin and Beck, ‘‘Stock Redemptions 
as Taxable Events Under Section 115 (g),” 
TAxES—The Tax Magazine, December, 1946, 
p. 1172. 
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Section 45 authorizes the Commissioner, 
in the case of ‘two or more organizations or 
businesses owned or controlled directly or 
indirectly by the same interests, to dis- 
tribute, apportion or allocate gross income, 
deductions, credits or allowances between 
or among them in order clearly to reflect 
their income. This section should be borne 
in mind whenever the partial change-over 
results in the conduct of two businesses, 
both by a corporation and a partnership. 
Irrespective of the validity of each entity 
under local law for business purposes, the 
Commissioner has the power to redistribute 
income for tax purposes on any basis which 
in his opinion will result in a clear reflection 
of the income of the entities.” 


Alternatives and Disadvantages 


There are several possible alternative 
courses of action which may accomplish 
substantially the same result without the 
necessity for total or even partial liquidation 
of the corporation. 


The most obvious approach is to set up 
a partnership with new capital. If the 
capital contributed thereto is ample, the 
partnership may puchase from the corpo- 
ration such assets as it may need to operate. 
If the capital contributed to the partnership 
is nominal, the partnership may purchase 
such assets, giving the corporation its promis- 
sory notes and paying off the notes from 
current earnings and profits. This pro- 
cedure, however, may give rise to gain to 
the corporation, and some question may be 
raised as to the valuation of the notes given 
as part or all of the purchase price. If the 
assets are purchased at book value, no 
gain, of course, is realized by the corpo- 
ration. Such a procedure would foreclose 
any threat of the application of Section 
115(g), since there would be no redemption 
of stock. It would also eliminate possible 
questions as to the valuation of corporate 
assets on liquidation, the factor of good will 
and allied problems. It might, however, 
give rise to a Section 102 problem if cash 
were poured into corporate coffers from 
the partnership. 


A further approach might be the forma- 
tion of a new partnership, the rental by it 
of certain assets and equipment from the 
corporation at bona fide rents and the 
activation of the partnership in the area of 
activity abandoned by the corporation. 


% See Samuel Joyce Sherman, ‘‘A Case History 
of Section 45,’’ TAxes—The Taz Magazine, 
January, 1951, p. 13. 
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Other variations along the same theme 
might be entertained. For example, if the 
partnership gave notes in purchase of all 
the assets from the corporation and the 
value of the notes were assumedly the book 
value of the assets so there would be no 
gain to the corporation, the corporation 
might subsequently liquidate and distribute 
the notes to its stockholders who would be 
the partners in the partnership. If the fair 
market value of the notes exceeded the 
basis of their stock, it would constitute 
capital gain to the liquidating stockholders. 
But if, by hypothesis, the value of the notes 
were the equivalent of their stock basis, the 
stockholders would have no gain or loss 
upon the liquidation. Said stockholders, as 
individuals, could then cancel the notes 
running from the partnership and treat the 
cancellation as an additional contribution to 
the capital of the partnership. Superficially, 
this series of steps may be viewed as a 
neat device to operate Section 112(b)(5) 
in reverse. It should be expected, however, 
that such device would not withstand close 
scrutiny. It might well be contended by the 
Bureau that the net effect of what took 
place was that the corporation was liqui- 
dated and that the stockholders subsequently 
contributed the assets to the partnership. 
Accordingly, concomitant tax results should 
follow. Moreover, the price at which the 
corporate assets were purchased (basis to 
the corporation) could well be demon- 
strated to be below the fair market value 
of the assets, with the result that the 
difference between said purchase price and 
fair market value might be construed as 
a dividend.* 

A not-so-elaborate plan as that immedi- 
ately above set forth may prove to be a 
workable substitute for a liquidation and 
change-over. Thére is no absolute rule of 
tax law which forbids the conduct of multiple 
businesses by the same interests in com- 
binations of corporations and partnerships, 
provided there is a bona-fide business pur- 
pose other than the desire to save taxes by 
splitting operations and entities. Indeed, 
it will on occasion prove advantageous to 
retain the corporation even where a new 
partnership has been formed (assuming 
genuine business reasons therefor), since 
the corporation’s net operating losses, un- 
used excess profits tax credits and unused 
capital loss carry-overs will not be wasted 
through liquidation. [The End] 





33 Footnote 16. 


























Net Operating Loss Deductions 


By E. K. REDFERN 


THE AUTHOR, A CERTIFIED PUBLIC ACCOUNTANT, IS A 
PARTNER IN MAIN AND COMPANY, PITTSBURGH. HE FOR- 
MERLY WAS WITH THE BUREAU OF INTERNAL REVENUE 


: es GIVE SOME IDEA of the impor- 
tance of net operating loss deductions, 
the Commissioner of Internal Revenue in 
his annual report for the fiscal year ended 
June 30, 1950, said that 40,645 applications 
for quick refund claims were filed for the 
year ended June 30, 1950, in the total amount 
of $276,516,784. These claims were filed on 
Form 1139 under Section 3780 of the In- 
ternal Revenue Code. The applications in- 
clude those for corporate taxpayers and 
individual taxpayers. 


I have read in other sources that the quick 
refund claims filed for the year ended June 
30, 1949, numbered approximately 24,000 in 
total, divided between 15,000 for corpora- 
tions and 9,000 for individuals. The amount 
of the claims for corporations was approxi- 
mately $185 million and for individuals $18 
million. 

This gives some idea of the importance of 
the net operating loss provisions. The claims 
filed were for net operating loss carry-backs. 
They do not include the tax advantage aris- 
ing from the carry-forward provision nor 
the claims filed on Form 843 in regular 
course. Neither of the latter figures is.avail- 
able to me. 


Averaging of taxable income through the 
use of the carry-backs and carry-forwards 
has been authorized at various times and in 
various ways since 1918. The revenue act of 
that year permitted 1919 losses to be carried 
back and deducted from income of the prior 
year and any balance to be carried forward:and 
deducted from income of the subsequent year. 


The carry-back and carry-forward devices 
were dropped from the Code beginning with 
1934. Starting in 1939, losses could be car- 
ried forward two years. Starting in 1942, 
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losses could be carried back one year and 
carried forward two years. Starting in 1943, 
carry-back losses were increased to two years. 
There were no further changes in carry- 
backs and carry-forwards until 1950. 


The Revenue Act of 1950, enacted Sep- 
tember 25, 1950, changed the law again so 
that net operating losses for 1950 and sub- 
sequent years can be carried back one year 
and, if not then absorbed, can be carried 
forward five years, a seven-year adjustment 
period. This change will be helpful to cor- 
porate taxpayers, because the normal tax 
and surtax rates of tax after 1950 appear to 
be higher than those for 1948. In addition, 
an excess profits tax is imposed for 1950 and 
subsequent years. 


Applicable Law Sections 


The net operating loss deduction as to 
corporations is allowable, generally, under 
Code Section 23 (s), and its definition is out- 
lined under Section 122. 


Under Section 122, to determine the amount 
of net operating loss carry-backs and carry- 
forwards, a number of adjustments have to 
be made to the net loss shown on the income 
tax return. The deduction for depletion is 
limited to that on cost. The income has to 
be increased for wholly exempt interest, less 
the interest paid to carry such wholly ex- 
empt interest. Gains and losses from sales 
or exchanges of capital assets are taken into 
account without regard to percentage com- 
putation. The amount of capital losses con- 
sidered may not exceed capital gains. This 
is no problem for corporations. It must be 
kept in mind, however, that losses deducted 
under Section 117 (j) are not considered 
capital losses; they are ordinary deductions. 
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No net operating loss deduction is allowed, 
that is, a net operating loss for a given year 
may not include a deduction based upon a 
net operating loss of another year. Another 
current-year deduction is allowed in Section 
122 (d) (6), that is, the excess profits tax 
imposed under Subchapter E of Chapter 2 
is allowed as a deduction in computing the 
net operating loss. This refers to the World 
War II excess profits tax. It would not ap- 
ply to an accrual taxpayer, since it would 
be very unusual for a corporation on the 
accrual basis to have a loss and pay an ex- 
cess profits tax. It would more likely apply 
to corporations on a cash basis which paid 
an excess profits tax for the preceding prof- 
itable year during a year in which it had 
suffered an operating loss. In such a case 
it would be allowed, through this adjust- 
ment, to increase its operating loss by the 
amount of excess profits tax it had paid. 
This deduction would not be applicable to 
the 1950 Excess Profits Tax Act, since this 
act is designated Subchapter D of Chapter 1 
of the Internal Revenue Code. 


Another adjustment is required. Under 
Sectéon 122 (d) (5), deductions otherwise 
allowed by law, not attributable to the op- 
eration of a trade or business regularly car- 
ried on by the taxpayer, shall be allowed 
only to the extent of gross income not de- 
rived from such trade or business. This 
section applies only to individuals. Adjust- 
ments are also required to be made for 
percentage depletion and exempt interest. 
Gains or losses on the sale or exchange of 
capital assets are to be taken into account 
without percentage application. Capital losses 
are not to exceed capital gains. Some diffi- 
culty has arisen here in respect to the 
definition of the words “operation” and “regu- 
larly carried on.” The recovery of income 
taxes for individuals on account of net oper- 
ating losses is lowered somewhat, because 
other gross income has to be taken into ac- 
count in calculation of the carry-backs and 
carry-forwards. 


Under Section 122 (a) the adjustments 
for percentage depletion, wholly exempt in- 
terest, etc., under Section 122 (d) have to 
be made in the current year in determining 
the net operating loss. Under Section 122 
(b) the adjustments have also to be consid- 
ered in the years to which the net loss is 
carried back or carried forward. 


Your attention is directed to Section 23 
(k) (5), with reference to bad debt deduc- 
tions, which provides that losses on bonds, 
debentures, etc., of affiliated corporations 
are not deemed losses from the sale or ex- 
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change of capital assets under certain cir- 
cumstances, that is, they are considered as 
ordinary losses and not excluded in deter- 
mining the net operating loss of the current 
year or the income available in the years to 
which the net operating loss may be carried 
back or carried forward. 


The Revenue Act of 1950 amended Sec- 
tions 122 (b) (1) and 122 (b) (2) to elim- 
inate any possibility of recognizing twice 
the adjustments required under Sections 122 
(d) (1) to 122 (d) (4) to determine the net 
operating loss deduction. 


Under Section 3779 a corporation may 
extend the time of payment of the previous 
year’s. income tax if it expects a net oper- 
ating loss in the current year. This can be 
accomplished by filing Form 1138, State- 
ment for the Purpose of Extending Time 
for Payment of Taxes by Corporations Ex- 
pecting Carry-backs. Provision is included 
in the form to extend the time of payment 
for either part or all of the tax. This form 
can be filed at any time during the current 
year. Interest is charged at the rate of three 
per cent per annum on such portion of the 
previous year’s income tax as is satisfied by 
the tax on the carry-back of the actual net 
operating loss. As to the portion of the 
previous year’s tax which was not paid due 
to error in estimating the net operating loss, 
interest is charged at the rate of six per cent 
per annum. Under Section 294 (e) a penalty 
is provided where there was a substantial 
error in estimating the tax effect of the 
carry-back. In general, this penalty equals 
five per cent of the amount of the tax which 
is in excess of 125 per cent of the tax, the 
time for payment of which could be properly 
extended. In other words, an error of twenty- 
five per cent in estimating the tax is allowed 
before the penalty applies. Section 304 of 
the 1950 Excess Profits Tax Act amended 
Section 3779 to provide that where Section 
710 (c) (3) (old excess profits tax law) was 
mentioned in the Code, Section 432 (c) (the 
new excess profits tax law) was to be sub- 
stituted. This was necessary because Sec- 
tion 3779 applies to the excess profits tax 
in addition to the income tax. Section 304 
of the 1950 Excess Profits Tax Act also 
amended Section 3779 to eliminate a refer- 
ence to the payment of the income tax in 
four equal installments. 


Under Section 3780 a taxpayer may file 
an application for a tentative carry-back 
adjustment. The application is filed using 
Form 1139. If an application to postpone 
payment of tax was filed using Form 1138 
(Statement for the Purpose of Extending 
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Time for Payment of Taxes by Corporations 
Expecting Carry-backs), the latter applica- 
tion must be supplemented by filing Form 
1139 by the last day of the month the in- 
come tax return is due. Usually an appli- 
cation filed using Form 1139 is for the 
purpose of obtaining an accelerated refund of 
income tax already paid. It must be filed 
on or after the date of filing the return for 
the current year in which the net operating 
loss occurred, but not later than twelve 
months from the end of such year. The 
Commissioner of Internal Revenue is required 
to act on this application within ninety days 
from the date the application is filed or 
from the last day of the month in which the 
return is filed, whichever is later. Any re- 
fund made to the taxpayer is reduced by 
any unpaid taxes. The Commissioner of In- 
ternal Revenue may disallow any application 
which contains material omissions or errors 
of computation which he deems cannot be 
corrected by him in the ninety-day period. 
This application for a tentative carry-back 
adjustment does not constitute a claim for 
credit or refund. If the application is dis- 
allowed in whole or part, no suit based 
thereon may be maintained in any court for 
the recovery of any tax. The corporation 
may, however, file a regular claim for credit 
or refund, using Form 843 to protect the 
taxpayer’s rights, in addition to the tentative 
claim filed using Form 1139. Section 3780 
was amended by the 1950 Excess Profits 
Tax Act to provide for a new section of the 
Code in place of sections applicable to the 
World War II excess profits tax. 


Section 3781 of the Code applies to ex- 
tensions of time and tentative carry-back 
adjustments in the case of consolidated cor- 
porations. 


As to interest on carry-backs, no interest 
will be allowed under Section 3771 (e) for 
any period before a claim for refund is filed 
or a petition is filed with the Tax Court, 
whichever is earlier. If a regular refund 
claim (Form 843) which carries interest is 
filed immediately following the year of loss 
(or unused credit) and the taxpayer then 
decides to speed up matters with a quick 
refund under Section 3780 (Form 1139), he 
loses the interest for the following periods: 


(1) From the filing of the regular claim 
to either the first day of the month follow- 
ing that in which the return for the year of 
loss or unused credit is due or to the date 
that the return is actually filed, whichever is 
later; 
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(2) From the filing of the quick refund 
claim through the Commissioner’s deadline 
for acting on it. 


There has been some discussion contend- 
ing that the purpose of Section 122 is to 
convert a loss shown on an income tax re- 
turn to a true “economic loss,” that is, that 
exempt income, depletion based on cost, etc., 
should be considered in determining not 
only the net operating loss but also the true 
“economic” income of the year or years to 
which the net operating loss is carried. This 
is not always the case. If a corporation 
makes contributions during the year the net 
operating loss occurs, it is not able to con- 
sider these contributions in determining the 
carry-backs or carry-forwards. Further, the 
corporation may have made contributions in 
the income year to which the loss is car- 
ried. The contributions made may not have 
exceeded five per cent of the net income be- 
fore considering the net operating loss de- 
duction. Yet, on carrying the net operating 
loss to the income year, some of the contri- 
butions made may be lost as a tax deduction. 
This is because Section 23 (q) limits the 
contributions deduction to five per cent of 
the net income (before the contributions de- 
duction). On carrying the net operating loss 
to the income year, the statutory net income 
is changed. The changed net income, there- 
fore, must be considered anew in measuring 
whether the contributions made meet the 
test of five per cent of the net income (be- 
fore the contributions deduction). While 
the contributions may have met the test be- 
fore considering the net operating loss, they 
may not meet the test after considering the 
net operating loss. 


Amortizable Bond Premium 


Another item to be considered concerns 
amortizable bond premium on tax-exempt 
bonds. In computing the net operating loss, 
the gross amount of tax-free interest must 
be used without reduction for the amor- 
tizable bond premium on tax-exempt bonds. 
Section 125 (a) (2) provides that no deduc- 
tion for the amortizable bond premium on 
wholly tax-exempt bonds is allowable. Sec- 
tion 23 (v) allows the deduction for amor- 
tizable bond premium provided in Section 
125. Section 122 (a) defines the net operat- 
ing loss as the excess of allowed deductions 
over the gross income with the additions, 
etc., provided for in subsection (d). Sub- 
section (d) requires inclusion in gross in- 
come, for this purpose, of the amount of 
interest received on wholly exempt obliga- 
tions, reduced only by the amount of dis- 
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allowed interest paid or incurred to purchase 
or carry such obligations. There is no pro- 
vision in Section 122 for reduction of the 
amount of interest received by the bond- 
premium amortization which is not allowed 
as a deduction by the income tax chapter. 


Capital Losses 


Another instance of a corporation not 
receiving the benefit of the so-called “economic 
loss” concerns the matter of capital loss. 
Since the amount of the capital loss of a 
corporation is restricted to the amount of 
capital gain, the corporation having a net 
capital loss will not have it recognized in 
determining the net operating loss. 


Regularly Carried on Trade 
or Business 


Most of the litigation under Section 122 
has arisen because of Section 122(d)(5). 
This section briefly says that deductions 
otherwise allowed by law, not attributable 
to the operation of a trade or business 
regularly carried on, shall, in the case of a 
noncorporate taxpayer, be allowed only to 
the extent of gross income not derived from 
such trade or business. The difficulties have 
occurred over the words “trade or business 
regularly carried on.” 


Corporation litigation mainly occurred 
because of depletion matters, change in 
identity of the corporation and liquidation 
of the corporation. 

The Supreme Court has decided that the 
net operating loss of any year must be 
determined under the law in effect that 
year. Subsequent statutory changes af- 
fecting the year to which the loss may be 
carried over may not be given retroactive 
effect, unless the amending act so specifically 
provides. (Reo Motors, Inc. v. Commis- 
sioner, 50-1 ustc $9130, 338 U. S. 442, 
affirming 48-2 ustc 99416, 170 F. (2d) 
1001 (CA-6), affirming CCH Dec. 16,000, 
9 TC 314 (1947).) 

To touch briefly on individuals, the liti- 
gation generally arose when an individual 
who was carrying on a trade or business 
sold the property used in the trade or 
business. An illustration of this is the 
case of Baruch, CCH Dec. 16,513, 11 TC 
96 (1948). Mr. Baruch owned a livestock 
and produce farm in Virginia. From the 
time of the purchase of this farm up to 
the time of its sale in 1942, he operated the 
farm as a business regularly carried on by 
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him. He had a net loss of $61,163.33 on the 
sale of the farm in 1942, The Commissioner 
allowed the loss in the computation of peti- 
tioner’s net income for that year but disal- 
lowed the remainder of such net loss as a 
carry-over to the years 1943 and 1944. The 
Tax Court held that the loss incurred in the 
sale of the farm in 1942 was not attributable 
to the operation of a trade or business 
regularly carried on by the taxpayer and 
could not be carried forward to 1943 and 
1944. The Tax Court said the limitations of 
Section 122(d)(5) were applicable. Mr. 
Baruch then contended that he should be 
allowed to carry forward as a net loss to 
1943 the amount of his loss from the sale 
of the farm to the extent of the amount of 
his gross income in 1942 which was not 
derived from a trade or business and which 
equaled $18,163.66. He contended in the 
alternative that if the loss was a non- 
business loss, it should be allowed to the 
extent of the amount of gross income not 
derived from the trade or business. The 
Tax Court refused to follow this construc- 
tion of Section 122(b)(5) and also dis- 
allowed the $18,163.66 as a carry-forward 
to the year 1943. 


Percentage Depletion 


Percentage depletion is a special tax de- 
duction granted by Congress. It is gen- 
erally regarded as a means of offsetting 
losses against profits on successful oil and 
gas ventures in recognition of the risks in 
prospecting for oil and gas. There are 
instances, however, where taxpayers either 
wholly or partially lose the benefit of this 
special tax deduction. The net operating 
loss carry-over and carry-back provisions 
of the Code make possible an offset of 
losses against another year’s income. The 
amount of the offset, however, is computed 
for tax purposes by reducing the net loss 
in any one year by the excess of percentage 
depletion over cost. This adjustment must 
be made both for the year in which the loss 
occurs (in computing the net operating loss 
carry-over and carry-back) and in the year 
in which the loss is claimed as a net operat- 
ing loss deduction. The term “cost,” as 
used here, is not necessarily cost in the 
accepted accounting sense but is the sub 
stituted basis after a tax-free exchange. 


The subsection of the Code relating to 
the adjustment for depletion in determin- 
ing the net operating loss deduction states 
that depletion shall be computed without 
reference to discovery or percentage de- 
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pletion. Accountingwise, the books may 
show a cost which, because of nontaxable 
reorganizations, is not the cost for tax 
purposes. The Treasury Department will 
probably require that cost depletion be com- 
puted using the adjusted basis at the begin- 
ning of the taxable year (Regulations 111, 
Section 29.23(m)-2). This is important 
when percentage depletion for prior years 
has reduced or eliminated original cost. 
If the adjusted basis is zero at the begin- 
ning of the year, the adjustment to the 
loss carry-over is the full amount of the 
percentage depletion. Even though no tax 
benefit is realized, allowable percentage de- 
pletion used in adjusting the operating loss 
deduction must still be applied against any 
basis in a property. 


There are three tax cases relating to 
percentage depletion as applicable to net 
operating loss: Virgilia Mining Corporation 
(CCH Dec. 15,275, 7 TC 385 Clay 23, 
1946)); Louisiana Delta Hardwood Company, 
Inc. (CCH Dec. 15,425, 7 TC 994 (October 
21, 1946)); and Monroe Coal Mining Com- 
pany (CCH Dec. 15,508, 7 TC 1334 (De- 
cember 12, 1946)). 


In the Virgilia Mining Corporation case, 
the taxpayer asked that depletion on cost 
be considered under Section 122 (d) (1) 
even though the cost basis was zero. The 
Tax Court decided in favor of the Commis- 
sioner on the basis that where there is no 
depletion on cost, none can be granted. 
It said the wording of Section 122 (d) (1) 
is a limiting, not a granting, provision, The 
Virgilia Mining Corporation case mainly ap- 
pertained to a question that is not apropos 
today, that is, whether a taxpayer who 
elected to take the percentage method of 
depletion was bound by that election in 
adjusting percentage depletion to cost under 
Section 122 (d) (1). The Tax Court de- 
cided that the taxpayer could still consider 
depletion based on cost under Section 


122 (d) (1). 


In the Louisiana Delta Hardwood Company 
case, the Commissioner reduced the net 
operating loss of the year 1941 by the full 
amount of the percentage depletion, because 
the cost basis was zero. The taxpayer 
contended that there was no specific lan- 
guage in Section 122 requiring Section 122 
(d) adjustments to be made in the current 
year. The Tax Court said the taxpayer 
overlooked or misconstrued the provisions 
of Section 122 (c). The taxpayer then 
said that certain of the oil leases had ex- 
pired in 1942 and 1943 and that, as a result, 
portions of the percentage depletion taken 


had to be restored to income in those later 
years. The taxpayer argued that it was a 
tax hardship on it to reduce its net operat- 
ing loss deduction by percentage depletion 
which in later years might be restored to 
income. The Tax Court said that if there 
were any merit in the contention, it would 
seem to be a fault which only Congress 
could properly correct. 


The cases on depletion still occur. In 
December, 1950, the United States Court 
of Claims, in Magale v. U. S. (50-2 ustc 
79511, 93 F. Supp. 1004), decided that in 
determining the net operating loss for the 
year 1940, a net operating loss carry-over 
from 1939 was properly reduced by the 
1940 reduction for percentage depletion. 
On the record it was assumed that cost 
depletion for 1940 was zero. Since the 
1940 depletion adjustment exceeded the 
carry-over from 1939 to 1940, there was no 
net operating loss deduction in 1940 on 
account of such carry-over. 


Changes in Corporate Identity 


Where corporations change their identities, 
the denial of net operating loss carry-overs 
and carry-backs refers back to the New 
Colonial Ice Company case (4 ustc § 1292, 
292 U. S. 435 (1934)). In the year 1934, 
the Supreme Court denied a loss carry- 
over to this company under the Revenue 
Act of 1921. In this case, the facts dis- 
closed that the New Colonial Ice Company 
had taken over the assets and business of 
the Colonial Ice Corporation in exchange 
for a portion of the stock of the New 
Colonial Ice Company. This was done 
because the old company ran into financial 
difficulties. The new corporation tried to 
carry over the 1921 loss into the years 1922 
and 1923. The Supreme Court determined 
that the new company could not carry 
over the loss of the old company though 
both corporations’ stockholders were sub- 
stantially the same. The reason given was 
that they were separate corporate identities. 


One of the cases which attracted some 
attention in Pennsylvania was General Fi- 
nance Company of Philadelphia v. Commis- 
sioner (36-2 ustc 9466, 85 F. (2d) 846 
(CCA-3)). The company was_ incorpo- 
rated under the laws of the State of Dela- 
ware. Its sole office and place of business 
was in the City of Philadelphia. As a 
foreign corporation in Pennsylvania it filed 
foreign corporation reports with that state 
and also filed reports with the State of 
Delaware as a domestic corporation. The 
company decided to withdraw from the 
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State of Delaware and domesticate itself 
in the Commonwealth of Pennsylvania and 
did so after proper legal steps in January, 
1930. The officers and directors remained 
the same as before the domestication. The 
same stockholders, who were stockholders 
prior to the domestication, continued to be 
the stockholders and held the same cer- 
tificates and shares of stock which they 
held prior to the domestication. The au- 
thorized capital stock and the whole finan- 
cial structure of the Delaware corporation 
remained exactly the same after the do- 
mestication. The Delaware company had 
losses in the years 1928 and 1929 which the 
Pennsylvania company carried over into 
the years 1930 and 1931. The Commis- 
sioner denied the deductions in the years 
1930 and 1931. The Tax Court sustained 
the Commissioner saying that changing the 
domicile of the company was a change in 
corporate identity. Therefore, under the 
decision of the Supreme Court in the New 
Colonial Ice Company case, the company 
was denied the carry-over into the years 
1930 and 1931. The case was appealed to 
the Circuit Court of Appeals for the Third: 
Circuit, and, again in the year 1936, the 
court sustained the Commissioner in his 
views and also denied the carry-over. 


Another odd case was that of McLaughlin 
v. Purity Investment Company (35-1 vustc 
99102, 75 F. (2d) 30 (CCA-9), certiorari 
denied 295 U. S. 753). It seems that the 
Purity Investment Company was incorpo- 
rated in the State of California in the year 
1925 with preferred stock having no par 
value and common stock having no par 
value. In the early months of 1926 the Su- 
preme Court of California held that Section 
290b of the Civil Code was unconstitu- 
tional insofar as it permitted the forma- 
tion of corporations having no par stock. 
The Commissioner of Corporations of Cali- 
fornia, therefore, denied the company au- 
thority to issue further stock. The com- 
pany in the meantime had begun to sell the 
stock and had given interim receipts for 
money received from the sale of stock. 


The company, upon being notified that 
it was liable to attack because of this situa- 
tion, decided to organize under the laws of 
Nevada and did so in the latter part of 
1926. Its stock structure was substantially 
identical with that of Purity Stores, Inc., 
California. The same stockholders received 
stock in the Nevada corporation, and at all 
times during the years 1925 to 1928, in- 
clusive, the same stockholders held all the 
issued and outstanding stock. All of the 
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assets of the California company were 
transferred to the Nevada company. The 
only change, in fact, was that the business 
was incorporated in Nevada which per- 
mitted corporations to have both par and 
no par stock. In the year 1926 the Cali- 
fornia company suffered a loss of $33,740.08. 
The loss was claimed as a deduction by the 
Nevada company in the year 1927. In the 
year 1928 the Nevada company took a loss 
deduction of $5,729.12 for the 1927 loss of 
the California company. The Commissioner 
disallowed the deduction whereupon the 
company paid the tax resulting from the 
disallowance and entered suit in the federal 
district court in California to recover the 
tax. The Commissioner won in the dis- 
trict court, and again in the Circuit Court 
of Appeals for the Ninth Circuit. The 
circuit court of appeals decided that there 
was a change of corporate identities and, 
therefore, that under the New Colonial Ice 
Company case there was no allowable carry- 
over of the loss. California has changed 
its laws and now imposes an organizing 
or qualifying fee on domestic companies 
having no par stock as well as on those 
having par value stock. 


A Kansas company, the Weber Flour 
Mills Company (Weber Flour Mills Com- 
pany v. Commissioner, 36-1 ustc ¥ 9207, 82 
F. (2d) 764 (CCA-10)), was denied a loss 
carry-over deduction in the year 1929 for 
losses for the years 1927 and 1928 of a 
company by the same name which allowed 
its charter to lapse because of nonpayment 
of state taxes. The charter of the old com- 
pany was forfeited in the year 1926. Some- 
time in the year 1928 the officers and 
directors of the old company learned that 
the charter had been forfeited and that the 
time for reinstatement had expired. A new 
charter was applied for, in the year 1928, 
for a company with the same name as the 
old company. The stock of the new com- 
pany was issued share for share to the 
former stockholders of the old corporation, 
the persons who had been officers and di- 
rectors of the old corporation became 
officers and directors of the new corporation 
and the business was continued as formerly. 
In its return for the fiscal year ended May 
31, 1929, the new corporation deducted 
from its income net losses sustained as the 
result of business operations for the years 
1927 and 1928. The Commissioner refused 
to allow the losses to be carried forward, 
asserting that the new corporation was not 
the same taxable entity as the old corpora- 
tion or the entity which existed during the 
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interim from the date of forfeiture of the 
old company’s charter to the securing of 
the new. The taxpayer tried the case in 
the Tax Court and lost and then appealed 
to the Circuit Court of Appeals for the 
Tenth Circuit and lost again. Again the 
New Colonial Ice Company case was fol- 
lowed, and the court decided that the new 
corporation was a distinct and separate tax- 
able entity from the old corporation, 


Occasionally a taxpayer wins a case on 
change of identity as to loss carry-over, 
but it must have very good reasons. The 
Alprosa Watch Corporation case was de- 
cided in favor of the taxpayer by the Tax 
Court (CCH Dec. 16,559, 11 TC 240 (1948)). 
This company in its tax return for the year 
ended June 30, 1943, deducted the net loss 
of the Esspi Glove Company for the period 
July 1, 1942, to June 14, 1943, and the net 
operating loss for the previous year ended 
April 30, 1942. The taxpayer also used 
the excess profits credit carry-over of the 
Esspi Glove Company for the period May 
1, 1941, to April 30, 1942, and the period 
May 1 to June 30, 1942. The Esspi Glove 
Company was engaged in the business of 
manufacturing and selling gloves in New 
York until June 14, 1943. The sole owner 
of the company’s stock had died, and the 
company affairs were being conducted by 
the executors of his estate. 


One of the executors, who was an attor- 
ney, had been consulted by other persons 
in regard to an outlet for the sale of Swiss 
watches. A deal was made and the wives 
of the persons who wanted to sell Swiss 
watches bought the entire capital stock of 
the Esspi Glove Company from the ex- 
ecutors of the estate of the deceased sole 
stockholder. On June 15, 1943, the name 
of the company was changed to Alprosa 
Watch Corporation. On June 16, 1943, 
the corporate assets, consisting chiefly of 
glove-making machinery, were sold back to 
the executors for an amount which the 
record does not say constituted a profit or 
a loss. The remaining assets consisted of 
cash and organization expense. The only 
liability was a small one to the estate of 
the deceased owner of the stock of the 
company. Up to June 14, 1943, there was 
a loss of about $26,000. Between that date 
and June 30, 1943, the Alprosa Watch Cor- 
poration sold Swiss watches and made ap- 
proximately $47,000. 


Alprosa Watch Company, in filing its 
return for the period ended June 30, 1943, 
deducted the loss of the Esspi Glove Com- 
pany for the current period and a loss 
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carry-over from the previous period in 
amount of about $700. The watch company 
also used the unused excess profits credit 
of the glove company for the previous 
periods. The Bureau of Internal Revenue, 
on audit of the watch company return, dis- 
allowed the current loss of the glove com- 
pany, the loss carry-over and the unused 
excess profits credit carry-over. The watch 
company appealed the decision to the Tax 
Court which, in the year 1948, decided in 
favor of the taxpayer. The Tax Court ruled 
that the glove company and the watch com- 
pany were the same corporate entity. There- 
fore, the losses of the glove company, the 
loss carry-over and the unused excess 
profits credit could be used by the watch 
company. Section 129 concerning acquisi- 
tions made to evade or avoid income or 
excess profits tax entered into the picture. 
Both the taxpayer and the Commissioner 
conceded that Section 129 was inapplicable, 
since the case involved a taxable year 
beginning prior to December 31, 1943. The 
Tax Court expressed an opinion that even 
ii Section 129 were applicable, it would not 
apply in the circumstances, because Sec- 
tion 129 would seem to prohibit the use 
of a deduction, credit or allowance only by 
the acquiring person or corporation and not 
by the corporation whose control was acquired. 


Consolidations 


On consolidations, questions may arise 
as to whether net operating losses can be 
carried forward or carried back. Suppose 
that Company A and Company B are con- 
solidated to form a new Company C. Some 
tax writers indicate that if either Company 
A or Company B had a net operating loss 
before the consolidation, it would not be 
able to carry forward the loss to Company 
C for the reason that Company. C is a new 
corporation. Under the New Colonial Ice 
Company case, no loss of the predecessor 
can be carried forward to the successor 
corporation. Similarly, no net operating 
loss of Company C could be carried back 
to Company A or Company B. 


Statutory Mergers 


A statutory merger presents a different 
problem, that is, where Company A is 
merged with and into Company B. Under 
the New Colonial Ice Company case, it 
would seem that the net operating loss of 
Company A could not be carried forward 
against the income of Company B for the 
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reason that Company B is a new corporate 
entity. Similarly, if Company B had a net 
operating loss, it could not carry it back to 
the income of Company A. As to the 
continuing Company B, there would seem 
to be no objection to a carry-back on the 
separate return of a net operating loss 
sustained by it to the income of preceding 
years. There would also appear to be no 
objection to a carry-forward of a net operat- 
ing loss of Company B prior to the merger 
into the net income of Company B after 
the merger. Company B is a continuing 
corporate identity. 


The Tax Court in the case of Standard 
Paving Company (CCH Dec. 17,204, 13 TC 
425 (1949)) decided a case involving a 
merger. In this case the Standard Paving 
Company (an Oklahoma corporation) on 
September 20, 1942, transferred all of its 
assets subject to its liabilities to the Stand- 
ard Paving Company (a Delaware cor- 
poration) for stock of the latter company. 
The Bureau of Internal Revenue reduced 
the income from Delaware Standard for the 
year ended September 30, 1943, in a matter 
involving profit on 
which Oklahoma Standard had transferred 
to Delaware Standard on September 20, 
1942. The income of Oklahoma Standard 


before the merger was increased by this 


action. By reason of the shifting of income 
by the Bureau, Delaware Standard had a 
loss for the year ended September 30, 1943. 
Therefore, it asked that this loss be car- 
ried back to the income of Oklahoma 
Standard for the year ended September 30, 
1942, The Tax Court rejected the attempt, 
stating that “to allow Oklahoma Standard 
to deduct the loss sustained by Delaware 
Standard in a subsequent year would call 
for the recognition of the former not only 
as a continuing corporation, but with a 
right to take deductions sustained by an- 
other corporation after it ceased to exist.” 
Therefore, no loss of the continuing cor- 
poration was allowed to be carried back to 
the company which was merged into it. 


There was some discussion in the Stand- 
dard Paving Company case of Stanton Brew- 
ery, Inc. v. Commissioner (49-2 ustc J 5941, 
176 F. (2d) 573 (CA-2)). This matter in- 
volved the carry-over of an unused excess 
profits credit to the year 1942. The case 
involved a merger of a holding company 
(John Stanton Brewing and Malting Com- 
pany) and an operating company (Stanton 
Brewery, Inc.). The operating company 
was merged into the holding company. 
The holding company then changed its 
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long-term contracts: 


name to that of the operating company. 
After the merger the new Stanton Brewery, 
Inc., deducted the unused excess profits 
credits of the separate companies for 1940 
and 1941. The Commissioner disallowed 
the deduction of the operating company’s 
credit carry-over and was sustained by the 
Tax Court. The Second Circuit decided 
for the taxpayer on the basis that the result- 
ing corporation was the union of component 
corporations into an all-embracing whole 
which absorbed the rights and privileges 
as well as the obligations of its constituents. 
There appears to be some doubt whether 
the Stanton Brewery, Inc., case can be used 
to take advantage of loss carry-overs of a 
company which loses its identity in a merger. 


Liquidations 


The question sometimes arises as to net 
operating loss carry-backs of companies 
which have been operating and then decide 
to liquidate. A certain amount of time 
may elapse between the date operations 
cease and the date of final dissolution. Dur- 
ing this period of time certain expenses will 
continue which will result in a net loss 
to the company. The question is whether 
these losses can be carried back to a 
profitable year. The Tax Court in the 
Acampo Winery and Distilleries, Inc., case 
(CCH Dec. 15,345, 7 TC 629 (1946)) said 
they could. Acampo filed its income tax 
returns on the basis of a year ended March 
31. By March 25, 1943, it had distributed 
some of its assets to trustees for the stock- 
holders and had sold the remaining assets 
to others. Its corporate existence was con- 
tinued in the years ended March 31, 1944, 
and 1945, during which time losses were 
sustained. The taxpayer carried back the 
losses to the year ended March 31, 1943. 
The Commissioner disallowed the carry- 
backs. Acampo appealed to the Tax Court 
on this and other issues. As to the net 
operating loss carry-backs, the Commis- 
sioner contended that for the years ended 
March 31, 1944, and 1945, Acampo was 
“substantially liquidated and marking time” 
and that it “was no more the taxpayer it 
was in previous years, in substance and in 
fact, than if it had legally changed its 
existence.” The Commissioner said that 
Congress extended this deduction only 
where the same taxpayer was continuing 
to carry on substantially the same business 
in the loss years that it had carried on in 
the taxable year. The Tax Court rejected this 
argument and allowed the loss carry-backs. 
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In Gorman Lumber Sales Company (CCH 
Dec. 17,070, 12 TC 1184 (1949)), the Tax 
Court again allowed a net loss carry-back 
of a company in liquidation. The Acampo 
case was cited here in allowing the carry- 
back to Gorman. In the case of Winter & 
Company, Inc. (Indiana) (CCH Dec. 17,106, 
13 TC 108 (1949)), there is a different 
story to tell. Winter (Indiana) was in the 
business of assembling pianos from parts 
supplied by its parent corporation, Winter 
& Company (New York). Its fiscal year 
ended January 31, and by April 30, 1942, 
the company had ceased all operations and 
turned over its equipment and other assets 
to its parent. It would seem that the 
Winter Company (Indiana) was a mere 
empty corporate shell after April 30, 1942. 
The Tax Court said that after that date it 
was reduced to a state of complete inertia 
and that its charter was folded up and laid 
away. The. Winter Company (Indiana) 
wanted its net operating loss for the year 
1944 carried back to the year 1942. The 
Tax Court refused to allow this, since no 
evidence was offered to establish that the 
deductions which the company claimed, re- 
sulting in a net operating loss for the year 
1944, represented expense connected with 
its business operations. 


In reading about corporations in liquida- 
tion, as to net operating loss carry-backs 
and carry-forwards, mention is made in ar- 
ticles and books to carry-backs of the 
excess profits tax credit and to decisions 
of the courts in respect thereto. The cases 
referred to arose out of the Excess Profits 
Tax Law of World War II. The corpora- 
tion in liquidation might have sold its prin- 
cipal assets and then delayed the dissolution 
proceedings to take advantage of unused 
excess profits credits. A corporation might 
have had a loss in the year 1945 and, under 
the net operating loss provisions in effect 
at that time, carried this loss back to the 
year 1943. By so doing it created an un- 
used excess profits credit in the year 1943 
which was carried back to the year 1941. 
For an operating company this was allow- 
able. For a corporation in liquidation it 
was allowable so long as the corporate tax- 
payer did not unduly delay the dissolution 
proceedings. 


Some liquidating companies drew out the 
proceedings in order to obtain excess profits 
credit carry-backs even though no substan- 
tial operations were being carried on. The 
Commissioner didn’t like this and disallowed 
unused excess profits credit carry-backs, at 
least in cases of records, where he thought 
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dissolution proceedings were unduly delayed. 
Two circuit courts agreed with him in part, 
the Fifth Circuit and the Sixth Circuit. 
The case of Wier Long Leaf Lumber Com- 
pany v. Commissioner was decided by the Fifth 
Circuit on March 17, 1949 (49-1 ustc J 5930, 
173 F. (2d) 549); the case of Glenn v. Bow- 
man & Company was decided by the Sixth 
Circuit on October 13, 1950 (50-2 ustc 
q 5967, 184 F. (2d) 670). 


Wier Long Leaf Lumber Company 


The Wier Long Leaf Lymber Company 
was a Texas company which had operated 
a lumber mill since 1917. In December, 
1942, the stockholders and directors of the 
corporation adopted resolutions providing 
for its liquidation. It made a liquidating 
dividend of $1,030,000 in December, 1942, 
and carried assets of more than $900,000 
into 1943. Another liquidating dividend in 
the amount of $270,000 was paid in April, 
1943. It carried assets in the amount of 
approximately $142,000 into 1944. The bal- 
ance sheet at December 31, 1943, showed a 
net worth of approximately $134,000 and at 
December 31, 1944, of approximately $138,000. 
The corporation had not been dissolved by 
filing the necessary consent to dissolution 
by December 31, 1944. The corporation 
had a gross income for 1943 in the amount 
of approximately $37,000, $28,000 of which 
was from the sale of capital assets, with 
an income tax of $1,974.80. Its income tax 
return for 1944 showed gross income of 
about $1,400 and deductions of approxi- 
mately $1,900. The company wanted to 
carry back the unused excess profits credits 
in the amount of about $322,000 for each 
of the years 1943. and 1944. The carry- 
backs were to the years 1941 and 1942. 
The Bureau of Internal Revenue disallowed 
the carry-backs and the taxpayer appealed 
to the Tax Court. The Tax Court agreed 
with the Commissioner; thereupon the tax- 
payer appealed to the Circuit Court of 
Appeals for the Fifth Circuit. 


The question to be decided, as expressed 
by the court of appeals was: “Is a cor- 
poration which, pursuant to resolution 
adopted on December 14, 1942, began 
liquidation in 1942, and continued liquida- 
tion in 1943 and 1944, entitled for the years 
1943 and 1944 to the benefit of the unused 
excess profits credit carryback provisions 
of Section 710 (c) (3) (A)?” The Tax 
Court took the position that the word “cor- 
poration,” as expressed in Section 710 (c) 
(3) (A), did not include liquidating cor- 
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porations and denied the carry-back claims 
for the years 1943 and 1944. The circuit 
court of appeals decided that the decision 
denying the carry-back for the year 1943 
was wrong but that denying it for 1944 was 
wrong but not for the reason it gave. The 
circuit court of appeals apparently decided 
that a liquidating corporation was entitled 
to an unused excess profits credit carry- 
back in the same manner as an active cor- 
poration. The sole exception is that if the 
corporation is one in name only, serving no 
real corporate purpose, it will be treated 
as, in fact, dissolved and, therefore, not 
entitled to any carry-back. 


A. H. Bowman and Company, a Ken- 
tucky corporation, was engaged in the 
transfer business in Louisville, Kentucky. 
In October, 1944, the company sold its 
drays and motor equipment to a newly 
formed corporation, the Bowman Company, 
and thereafter did not engage in the trans- 
fer business. In August, 1945, the directors 
and stockholders by resolution recorded 
their intention to liquidate “as soon as its 
obligations are reasonably at an end and 
the balance of its property disposed of.” 
Distributions were made in the years 1945 
and 1946. In the distributions, real estate, 
stocks and bonds were distributed in kind. 
In the years 1945 and 1946, the income of 
the company consisted solely of dividends 
from its stocks, interest payments on its 
bonds and rental from its real estate. 


The company claimed a carry-back of 
unused excess profits credit from 1945 to 
1943 and from 1946 to 1944. The Bureau 
of Internal Revenue denied the carry-backs. 
The company paid the tax and sued to re- 
cover in the United States District Court, 
Western District of Kentucky, Louisville 
Division. The district court found in favor 
of the taxpayer upon the basis that the 
company did not take an unusually long 
time to dissolve the corporation. The court 
quoted from the Wier Long Leaf Lumber 
Company decision. It said that “nothing 
appears in the actualities presented in the 
liquidation of this corporation to indicate 
that it was needlessly prolonged or pur- 
posely extended to take advantage of a 
provision of the tax law, for which the 
language of the Act did not give it ample 
authority.” The court decided that the 
taxpayer was entitled to carry-backs to 
1943 and 1944, the credits accruing in the 
years 1945 and 1946. On appeal, the Cir- 
cuit Court of Appeals for the Sixth Circuit 
on October 13, 1950, affirmed the district 
court decision withcut a written opinion. 
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1950 Amendment 


It would seem from this that the Com- 
missioner of Internal Revenue had been 
defeated on excess profits credit carry- 
backs of corporations in liquidation, but he 
bided his time, and lo and behold, a pro- 
vision was included in the 1950 Excess 
Profits Tax Act which was designated as 
Section 432 (e) and which read: 


“Unused Excess Profits Credit of Year 
of Liquidation.—For any taxable year dur- 
ing which the taxpayer (1) completes the 
distribution of substantially all of its assets 
in liquidation, or (2) completes the con- 
version of substantially all of its assets into 
assets not held in good faith for the pur- 
poses of the business, then the unused ex- 
cess profits credit for such year shall be 
an amount which is such part of the un- 
used excess profits credit determined under 
the preceding provisions of this section as 
the number of days in the taxable year prior 
to the date of the completion (described in 
(1) or (2), whichever is earlier) is to the 
total number of days in the taxable year, 
and no part of the unused excess profits 
credit for such year shall be an unused 
excess profits credit carry-over for any suc- 
ceeding taxable year.” 


On referring to Regulations 130 of the 
1950 Excess Profits Tax Act to see what 
the foregoing means, Regulations Section 
40.432-1(c) has this to say: 


“Unused excess profits credit of year of 
liquidation.—If the taxpayer has distributed 
substantially all its assets in liquidation, 
or has converted substantially all of its 
assets into assets not held in good faith for 
purposes of business, see Section 432 (e).” 


The Commissioner with that change in 
the law apparently has won out; at least 
he has restricted somewhat the carry-back 
of unused excess profits credits of corpora- 
tions in liquidation. 


The 1950 Excess Profits Tax Act, Section 
432 (c), allows a carry-back of one year 
and a carry-forward of five years for un- 
used excess profits credit. As to the carry- 
forward of 1950 unused excess profits 
credits, attention is directed to Section 432 
(b) where the carry-forward is limited. Ac- 
cording to the law: 


“The unused excess profits credit for a 
taxable year beginning before July 1, 1950, 
and ending after June 30, 1950, shall be 
an amount which is such part of the unused 





excess profits credit determined under the 
preceding provisions of this subsection as 
the number of days in such taxable year 
after June 30, 1950, is of the total number 
of days in such taxable year.” 

As I interpret that, it means, for a corpo- 
rate taxpayer who files on a calendar-year 
basis for the year 1950 and has an unused 
excess profits credit for 1950, that the tax- 
payer can only carry over 184/365 of that 
unused excess profits credit. The 184 
figure is the number of days from July 1 
to December 31, 1950. 


Gross Income 


Matters relative to net operating losses 
of consolidated corporations are omitted 
because these matters are not covered in 
the subject matter of this forum (Second 
Annual West Virginia Tax Institute). 


Finally, it should be kept in mind that 
net operating loss carry-overs and carry- 
backs may cause unused excess profits 
credits in the income year to which the net 
loss is carried, and these unused excess 
profits credits can in turn be used as carry- 
backs and carry-forwards to obtain tax 
refunds. [The End] 


and Adjusted Gross Income 


By KENNETH S. REAMES 


. A CERTIFIED PUBLIC ACCOUNTANT, 


MR. REAMES IS A PARTNER IN TOUCHE, 
NIVEN, BAILEY AND SMART, DETROIT... 


| pateniamncrsnaty) EVERYONE has his own 
conception of the term “gross income.” 
It is an important term because it enters 
into the computation of every individual’s 
federal income tax, since, as we all know, 
our income tax is based upon the net income 
which results after the subtraction from 
gross income of certain allowable deduc- 
tions. The statutory concept is very broad. 
Fundamentally, all income is presumed to 
be taxable unless the law specifically pro- 
vides for its exclusion. Early in the history 
of our income tax, the Supreme Court of 
the United States handed down its famous 
decision in Eisner v. Macomber in which 
income was defined as the gain derived from 
capital, from labor or from both combined, 
including profit through the sale or con- 
version of capital assets. 

The mere statement, however, that all 
gains are subject to tax unless specifically 
excluded by law does not dispose of all the 
problems. Many arguments and much liti- 
gation have revolved about such questions 
as these: 


(a) Did the item of income fall within the 
statutory exclusion? 


(b) How was the taxable amount of the 
income to be valued? 


(c) During which taxable year was the 
income to be reported? 


(d) To whom was the income taxable? 


There are so many sources of income and 
such varied types of income that no attempt 
will be made here to delve into all of them. 
It is hoped, however, to present in sum- 
mary form an outline of some of the major 
problems involving a few of the principal 
kinds of income. : 


Compensation 


There first comes to mind the most com- 
mon form of taxable income, that which 
derives from our daily labors, namely, com- 
pensation for services rendered. This in- 
cludes salaries, commissions earned, bonuses 
for special accomplishment, fees received as 
a director or an executor of an estate or as 
the trustee of a trust, pensions for past 
services and the like. We readily recognize 
these items of taxable income, and since 
they are generally paid in cash, there is no 
problem with respect to the amount to be 
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reported. But there are other forms of com- 
pensating for services which do involve 
problems. When a corporation gives to an, 
employee the right to buy stock in the cor- 
poration at a bargain price, the difference 
between the value of the stock and the price 
paid may constitute taxable income, or if 
the corporation pays compensation by the 
issuance of its own shares or the transfer 
of property, there will exist the problem of 
evaluation of such stock or property. 

The Bureau of Internal Revenue has held 
tc the view that where an employee enjoyed 
the right to purchase shares of stock in his 
employer-corporation at a price below market 
value, such differential constituted ordinary 
income when the option was exercised. In 
the Revenue Act of 1950, Congress tempered 
this to some extent by incorporating into 
the law a relief provision applicable to cer- 
tain stock options wherein the option price 
is between eighty-five per cent and ninety- 
five per cent of the market value on the 
option date, provided the following qualify- 
ing factors are present: 

(a) The option must be a “restricted 
option”; 

(b) The employee must not dispose of 
his stock for two years after the option is 
granted; and 


(c) The employee must not dispose of 
his stock for six months after he receives the 
stock. 

Briefly stated, a restricted stock option is 
one which (a) establishes a price of at 
least eighty-five per cent of the fair market 
value of the stock, (b) cannot be transferred 
(except through the laws of inheritance), 
(c) can be exercised, during the lifetime of 
the employee, only by the employee and 
(d) is limited to an employee who does not 
own more than ten per cent of the voting stock. 


If the stock is acquired under such a re- 
stricted stock option at a price between 
eighty-five per cent and ninety-five per cent 
of the market value at the date the option 
is given and the holding period requirements 
are met, no income results from exercise of 
the option, but if he later disposes of the 
stock, he must treat as compensation an 
amount equal to the amount, if any, by 
which the option price is exceeded by the 
lesser of (a) the fair market value at the 
time of disposition or (b) the fair market 
value at the time the option was granted. 
For the purposes of this relief provision, 
disposition of the stock includes transfer 
upon the death of the employee. 

If the option price is ninety-five per cent 
or more of the fair market value of the 
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stock and the holding period requirements 
are met, there would be nothing to report 
as compensation upon the later disposition 
of the stock. 


One important factor to keep in mind is 
the difficulty of determining with any degree 
of certainty the fair market value of shares 
of stock in a close corporation. The option 
might appear to qualify as a restricted option 
but later be found to be unqualified because 
of a higher market value having been estab- 
lished by the Bureau upon its review of the 
transaction. 


Employees are sometimes additionally 
compensated by the employer furnishing liv- 
ing quarters and meals. To just what ex- 
tent quarters and meals constitute taxable 
income has been a moot question. In gen- 
eral, the Bureau has held that the value 
thereof is taxable except where it is neces- 
sary, for the convenience of the employer, 
to furnish such food and lodging. This rule 
had been liberally interpreted until last year 
when the Bureau announced in Mimeograph 
6472 that the “convenience of the employer” 
rule is to be applied only in cases in which 
the compensatory character of the benefits 
is not otherwise determinable. The Mimeo- 
graph cited as an example the furnishing of 
quarters to a state employee who is required 
to live at the institution where he is on 
duty and the amount of whose compensation 
as fixed by state law or regulation includes 
the value of quarters and meals. In sucha 
situation these are items of taxable income 
despite the. fact that the employer’s rules 
require the employee to live at his place 
of work. 


For a long time the Income Tax Regula- 
tions have contained a statement to the 
effect that employees are not taxable with 
respect to premiums paid by an employer 
on a group life insurance policy covering 


the employees’ lives. By Bureau ruling, this 
exemption has been extended to premiums 
paid by. the employer on policies covering 
group medical care and hospitalization for 
employees and members of their families. 
The Bureau has made it clear, however, that 
exemption has been extended to premiums 
paid by the employer on permanent forms 
of insurance as contrasted with ordinary 
group life insurance, unless the employee’s 
rights are forfeitable upon separation from 
service. If the employer is named bene- 
ficiary, premiums paid by the employer are 
not income to the insured employee. 


If an employees’ exempt trust under Code 
Section 165 purchases retirement income 
coupled with life insurance, that portion of 
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the employer’s annual contribution to the 
trust which covers the cost of the current 
life insurance protection constitutes taxable 
income to the employee when the contribu- 
tions are made. If, however, death benefits 
are payable by the trust rather than through 
the medium of an insurance policy, the 
employee is not taxable when the contribu- 
tions are made by the employer to the trust. 


Dividends and Interest 
Distinguished 


The term “dividend” is often used to 
describe any type of corporate distribution. 
Taxable dividends are those which accom- 
plish distributions of accumulated earnings 
as distinguished from distributions of capi- 
tal. If a distribution exceeds accumulated 
earnings, such excess should not be reported 
as a dividend but should be treated as a 
reduction of the stockholder’s cost or other 
basis of the stock. This is a common occur- 
rence in the case of mining companies which 
operate wasting assets; a portion of each 
dividend may represent a partial return of 
capital which should not be included in tax- 
able income. 


Regulated investment companies may avoid 
the payment of tax upon capital gains by 
distributing such gains to their shareholders. 
When this is done, the shareholders may 
treat the distribution as a capital gain rather 
than as a dividend, and because of the 
favorable treatment accorded long-term capi- 
tal gains, this may afford a tax saving on 
the part of the shareholder. 


The federal statute exempts from income 
taxation the interest on securities of the 
several states and the political subdivisions 
thereof such as the counties, townships, 
cities, villages, etc. The interest on most of 
the outstanding obligations of the United 
States Government is subject to tax. There 
are, however, a few federal obligations issued 
prior to March 1, 1941, the interest on which 
is fully exempt. As to a few other issues 
prior to March 1, 1941, the interest is subject 
to surtax only. With respect to United 
States savings bonds issued prior to March 
1, 1941, it is important to note that the 
interest, that is, the increment in value, on 
an aggregate of $5,000 purchase price is en- 
tirely exempt from tax, and the interest on 
the excess over $5,000 is subject to surtax 
only. Interest on postal savings deposits made 
prior to March 1, 1941, is exempt from tax. 


Interest received on corporate bonds, 
notes receivable, mortgages, savings accounts, 
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deposits with life insurance companies (ac- 
cumulated dividends and life insurance pro- 
.ceeds left at interest), etc., is includable in 
gross income. 


Income from a Business or Profession 


Individuals engaged in a trade or busi- 
ness have the problem of maintaining such 
accounting records as will enable them to 
make a return of true income. In any case 
in which it is necessary to use an inventory, 
the Income Tax Regulations call for adop- 
tion of the accrual method, since “no method 
of accounting in regard to purchases and 
sales will correctly reflect income except an 
accrual method.” 


Those self-employed individuals who ren- 
der personal services normally would report 
on the cash basis. In a case where com- 
pensation is received in one year covering 
services rendered over an extended period, 
the provisions of Section 107 of the Code 
may prove helpful. This section permits a 
ratable allocation of the amount of com- 
pensation over the period during which the 
services were performed and a recomputa- 
tion of the tax of each year affected. The 
provisions of this section can be applied only 
if the period during which the services were 
rendered covers a period of thirty-six months 
or more and at least eighty per cent of the 
total compensation for such services is re- 
ceived or accrued in one taxable year. This 
applies to partnerships as well as to individuals. 


Gains and Losses from Sales 
or Exchanges of Capital Assets 


Gross income includes gains and losses 
from sales or exchanges of capital assets. 


The usual transactions involve sales of 
securities or investments in real estate. The 
term “capital assets” includes -all property 
held by the taxpayer (whether or not con- 
nected with his business) but excludes the 
following: 


(a) Inventories or property held primarily 
for sale to customers in the ordinary course 
of the taxpayer’s trade or business; 


(b) Property used in his trade or business 
of a character which is subject to deprecia- 
tion; 

(c) Real property used in his trade or 
business; 


(d) A copyright or a literary, musical or 
artistic composition or similar property held 
by a taxpayer whose personal efforts created 
such property; 
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(e) Certain short-term federal and state 
obligations issued after March 1, 1941, ona 
discount basis. 


The gain or loss is measured by the differ- 
ence between selling price and the cost or other 
basis. The gross selling price is subject to 
reduction for all expenses connected with 
the sale. Although the tax cost usually is 
represented by the taxpayer’s purchase 
price, the basis might be any of the follow- 
ing: (a) the fair market value at the date 
of death of a person from whom the asset 
was acquired by inheritance; (b) as to prop- 
erty acquired by gift, the cost to the donor; 
or (c) the March 1, 1913, value of property 
acquired by the taxpayer prior to that date. 
With respect to the use of a basis other 
than cost, the two rules which should be 
remembered are as follows: 


(a) Although the donor’s basis is to be 
used for determining gain from the sale of 
property acquired by gift, the basis for deter- 
mining loss is the donor’s cost or fair market 


value at the date of the gift, whichever is 
the lower. 


(b) The basis for determining gain from 
the sale of property acquired before March 
1, 1913, is cost or the fair market value on 
that date, whichever is the higher, but cost 
is the basis for determining loss; thus, a 
higher March 1, 1913 value cannot be used 
to increase the amount of the loss. 


Gains and losses from sales of capital 
assets are divided into two groups, long- 
term and short-term. If the asset was held 
for longer than six months, the gain or loss 
is long-term; if held for six months or less, 
the gain or loss is short-term. In the case 
of securities purchased on the stock ex- 
change, the transaction dates govern rather 
than the settlement dates. The day of pur- 
chase is excluded and the day of sale is 
included in determining the holding period. 


The distinction is important, because the 
full amount of a short-term capital gain or 
loss is includable in gross income, whereas 
only one half of a long-term capital gain 
or loss-is includable. There is the further 
important difference that a net long-term 
capital gain is subject to a maximum tax 
rate of fifty per cent, but there is no such 
ceiling rate on a net short-term capital gain. 


The recognized portions (one half) of all 
long-term gains and losses are combined 
into one amount known as the net long-term 
capital gain or loss, as the case may be. 
Likewise, all short-term capital gains and 
losses are combined into one amount known 
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as the net short-term capital gain or loss, 
as the case may be. A net long-term gain 
is combined with a net short-term loss, or 
a net long-term loss is combined with a 
net short-term gain. The resulting net 
amount is then included in gross income 
either as a net capital gain or a net capital 
loss. If a net long-term gain exceeds a net 
short-term loss, the excess is taxed as a 
net long-term capital gain subject to the 
maximum tax rate of fifty per cent. If, how- 
ever, a net short-term gain exceeds a net 
long-term loss, the excess is taxed as ordi- 
nary income. 


If, after offsetting all gains, a taxpayer 
has a net capital loss, such loss may be de- 
ducted to the extent of $1,000. Any net 
capital loss in excess of $1,000 is a short- 
term capital loss in each of the five succeed- 
ing taxable years. 


Securities are not the only assets which 
may produce capital gains. The sale of a 
personal residence or an automobile at a 
profit gives rise to capital gain despite the 
fact that a loss on the sale of such an 
asset is not deductible. Trading a personal 
residence for another residence or trading 
an automobile for another automobile will 
not avoid the recognition of capital gain. 


In certain cases where property is sold at 
a gain and the purchaser is to make pay- 
ments in more than one taxable year, the 
seller-taxpayer may elect to report his gain 
and pay his tax in the years the installments 
are collected. The gain is reported in pro- 
portion to the ratio of principal collections 
to total selling price. This is known as the 
installment basis of reporting. Except in 
the case of dealers in personal property who 
regularly sell on the installment plan, the 
installment method applies only to (a) a 
casual sale of personal property (not held 
as inventory) for a price exceeding $1,000 
or (b) a sale of real property, if in either 
case the initial payments do not exceed 
thirty per cent of the selling price. 


“Initial payments” include all principal 
collections during the taxable year in which 
the sale takes place. The term “initial 
payments” contemplates at least one other 
payment in addition to the initial payment. 
If the entire purchase price is to be paid 
in a lump sum in a later year, there being 
no payment during the first year, the Regu- 
lations deny the use of the installment basis. 
Also, if no payment is to be made in the 
year of sale but payments are to be made by 
the purchaser in two or more payments in 
later years, the income basis is denied. 
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Gains and Losses from Sales 
or Exchanges of Property 
Other Than Capital Assets 


Real estate and depreciable property used 
in the trade or business of the taxpayer are 
assets not embraced by the term “capital 
assets.” If the aggregate gains from sales 
of such assets exceed the aggregate losses 
from sales of such assets, such gains and 
losses “shall be treated as gains and losses 
from the sale of or exchange of capital 
assets.” If the reverse be true and aggre- 
gate losses exceed aggregate gains, such 
gains and losses shall not be treated as gains 
and losses from the sale or exchange of 
capital assets. 


Annuities 


For many years, amounts received under 
an annuity contract were applied against the 
cost of the annuity; when the cost had been 
recovered, the remaining annuity payments 
were taxed as income. Since enactment of 
the Revenue Act of 1934, this method of 
taxing annuity payments has changed. The 
amounts received each year are taxable in- 
come to the extent of three per cent of the 
total premiums or consideration paid for 
the annuity. The remainder of each pay- 
ment is applied against the cost of the 
annuity until the full cost has been recovered, 
after which the annuity payments are fully 
taxable. This treatment is predicated upon 
the principle that a portion of each annuity 
payment represents a partial return of the 
premium paid by the annuitant and the re- 
maining portion represents interest earned 
on the premium payment. 


Rental Income 


Rental income is includable in gross in- 
come at the net amount after deducting all 
operating: expenses, including depréciation, 
maintenance, insurance, taxes, interest, com- 
missions, etc. If the taxpayer rents a part of 
his own house, he may apportion the cash 
expenses and depreciation and deduct the 
portion attributable to the part so rented. 


Rentals are to be included in the year 
received rather than in the period covered 
by the payment. Advance rentals or a bonus 
received upon execution of a lease are in- 
come when received even though the pay- 
ments are returnable if the terms of the 
lease are not fulfilled. 


Amounts received by the lessor (owner) 
for cancellation of a lease are essentially 


a substitute for rental payments and not a 
return of capital. 


Payments received under agreements by 
which the taxpayer-lessor leases property 
for a yearly rental, agrees to erect a build- 
ing and gives the lessee the option of buying 
the property at the expiration of the lease 
are rents and not payments on the purchase 
price where the payments create no equity 
for the lessee. 


Royalties 


Royalties received from licenses to use 
patents are income. The licensor is entitled 
to deduct therefrom, in arriving at gross 
income, amortization of the patents. 


In one instance (Myers, CCH Dec. 14,992, 
6 TC 258 (1946)), the Tax Court held that 
annual payments referred to in an agree- 
ment as “royalties” were to be treated as 
proceeds of sale of the patent. In that par- 
ticular case, the inventor granted to a cor- 
poration the license to use, manufacture and 
sell the invention but reserved the option to 
terminate the agreement if a specified amount 
of royalties was not paid in any one calen- 
dar year. 


The Commissioner published his acquies- 
cence in this decision, but in March, 1950, 
he withdrew it and announced his non- 
acquiescence. He stated that for taxable 
years beginning on or after June 1, 1950, 
the Bureau would treat as royalities, that is, 
ordinary income rather than sale proceeds, 
amounts received by the owner of a patent 
under an assignment or license providing 
for payment by the assignee or licensee to 
be made (1) in amounts measured by a 
fixed percentage of the selling price of the 
article manufactured and sold, (2) in amounts 
based by any other method upon produc- 
tion, sale or use either by the assignee or 
licensee or (3) in amounts payable period- 
ically over a period generally coterminous 
with the transferee’s use of the patent. 


Income from Partnerships 


Partnerships file information returns and 
are not taxed upon their income. Instead, 
the individual partners are taxed upon their 
respective shares of the partnership net in- 
come, whether or not distributed. Any 
amount included in the partnership net in- 
come which represents partially tax-exempt 
interest retains its identity in the individual 
tax returns of the partners. 


In arriving at the partnership net income, 
short-term capital gains and losses are not 
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taken into account, nor are charitable con- 
tributions. These items also retain their 
identity and are reported by the partners 
in their individual tax returns together with 
any transactions of like kind which they 
may have been individually involved in out- 
side the partnership. 


Income from Fiduciaries 


Each beneficiary of a trust or estate is 
required to include as gross income in his 
individual return his distributable share of 
the income from the fiduciary. The amount 
so reported should coincide with the amount 
shown on Form 1041 filed by the fiduciary. 
Here again, as in the case of partnership 
income, the beneficiary’s share of the taxable 
income of the fiduciary is reportable to the 
extent it is distributable, even though not 
actually distributed. Partially tax-exempt 
interest included in the net income of the 
trust or estate retains its identity in the 
hands of the beneficiary. 


Other Income 


There are numerous kinds of income which 
are not covered in the foregoing remarks. 
Among them are such items as refunds of 
taxes which were deducted by the taxpayer 
in a previous taxable year, refunds of an 
assessment paid by the taxpayer on shares 
of bank stock and allowed as a tax deduc- 
tion in the year of payment, alimony re- 
ceived under a decree of divorce or legal 
separation, prizes, lottery winnings and the 
like. 

The Bureau holds that prize money or 
property is consideration for labor or serv- 
ices rendered by the contestant. The Tax 
Court held that prize money paid in con- 
nection with the Pot O’ Gold radio program 
was a gift and not taxable income, because 
the recipient did not appear on the pro- 
gram, never bought or used the product 
of the sponsors, gave no testimonials and 
did not authorize the announcement that she 
had received the money. The Bureau, as 
recently as last year and despite the Tax 
Court’s decision, ruled that where an in- 
dividual takes part in a contest, complies 
with the conditions thereof and, as a result, 
wins a prize, the fair market value of the 
prize on the date received constitutes tax- 
able income. 


The Court of Appeals for the District 
of Columbia reversed the Tax Court in the 
McDermott case and held that the prize 
money received by the taxpayer as a com- 
petitor in the Ross essay contest sponsored 
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by the American Bar Association was not 
taxable as income received for services ren- 
dered but was exempt as a gift. The court 
distinguished the award for a winning essay 
from a prize given for solving puzzles and 
winning guessing contests on the ground 
that with respect to prize money for a schol- 
arly effort, “the dominant motive of a normal 
contestant for this prize is not a hope of im- 
mediate financial gain. He does not regard 
himself as exchanging his services or his prod- 
uct.” The Bureau has announced, however, 
that it does not propose to follow this decision. 
The Tax Court has several times supported the 
Bureau’s position (Stein, CCH Dec. 17,561, 
14 TC 494 (1950); Waugh, CCH Dec. 
17,770(M), 9 TCM 600 (1950)). 


The recent Kefauver investigation has 
focused attention on the matter of gambling 
winnings and illegal gains. The fact that 
an activity is illegal does not, of course, 
exempt the gain from taxation. An interest- 
ing sidelight and seeming anomaly involves 
an embezzlement case. In Commissioner v. 
Wilcox, et ux. (46-1 ustc 9 9188, 327 U. S. 
404), the Supreme Court held that funds 
embezzled by a bookkeeper from his em- 
ployer did not constitute taxable income be- 
cause he had not received the funds under 
a “claim of right.” This was so even 
though the bookkeeper had gambled the 
funds away. The Bureau has issued G. C. M. 
24915 in which it points out that if the 
employer were to condone the embezzle- 
ment and forgive the debt, the amount might 
become taxable income. 


Exclusions from Gross Income 


No discussion of gross income would be 
complete without at least a reference to the 
kinds of income which are excludable. While 
there are some others, the following are 
the principal ones: 


(a) Amounts received as proceeds of life 
insurance, even though received in install- 
ments over a term of years; 


(b) Annuities except for the amount 
measured by three per cent of cost; 


(c) Gifts, bequests, devises and inherit- 
ances; 


(d) Tax-free interest on securities issued 
by states and political subdivisions thereof 
and on certain United States Government 
securities and postal savings accounts; 


(e) Compensation received for personal 
injuries or sickness; 


(f) Improvements made by the lessee on 
property of the lessor; 
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(g) Recovery exclusions; 


(h) Dividends, representing a partial re- 
turn on premiums paid, received on life 
insurance policies; 


(i) Allowances for certain members of 
the armed forces; 


(j) Mustering-out payments for certain 
members of the armed forces. 


The item of “recovery exclusions” de- 
serves some further comment, because its 
title does not fully convey its meaning. In 
general, the term relates to income attribut- 
able to the recovery in the taxable year of 
a bad debt, a prior tax or some other amount 
for which the taxpayer was allowed a deduc- 
tion or credit in a prior taxable year but 
with respect to which the taxpayer did not 
derive a full tax benefit. The taxpayer is 
entitled to exclude from income so much 
of the recovery as does not exceed the por- 
tion of the earlier deduction which did not 
result in a reduction of the taxpayer’s in- 
come tax. 


ADJUSTED GROSS INCOME 


Definition 


The Internal Revenue Code defines ad- 
justed gross income as being gross income 
minus six deductions which have been para- 
phrased as follows: 


(1) Expenses attributable to a trade or 
business; 


(2) Expenses of travel, meals and lodg- 
ing while away from home in connection 
with the taxpayer’s performance of services 
as an employee; 


(3) Expenses other than travel, meals and 
lodging in connection with the taxpayer’s 
performance of services as an employee 
under a reimbursement or other expense 
allowance with his employer; 


(4) Deductions allowable with respect to 
property held for the production of rents 
and royalties; 

(5) Depreciation and depletion allowable 
to a life tenant of property or to an income 
beneficiary of property held in trust; 

(6) Losses from sales or exchanges of 
property. 

The deduction for expenses of travel, 
meals and lodging while away from home 
in connection with the taxpayer’s perform- 
ance of services as an employee has caused 
some trouble and has been the subject of 
litigation. If a taxpayer travels outside the 
city of his residence but returns home at 
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night, the Bureau says he is not “away from 
home.” One taxpayer lived in one city 
where she occasionally practiced law, but 
she had a full-time job in another city. She 
deducted the expense of traveling to and 
living expenses in the other city where she 
held the full-time job. The Tax Court up- 
held the Commissioner’s disallowance, be- 
cause the taxpayer’s income in her city of 
residence was insignificant. The court held 
that her “home” was in the other city where 
she held the full-time job and spent the 
greater part of her time. (O’Hara, CCH 
Dec. 15,115, 6 TC 841 (1946).) 


Another taxpayer, who lived in Worces- 
ter and managed a factory there, opened a 
sales agency in New York City. He con- 
tinued to manage the factory, which took 
a considerable part of his time. However, 
the greater part of his income was derived 
from the New York agency. The Tax 
Court supported the taxpayer’s right to 
deduct his traveling and living expenses on 
trips to New York. (Sherman, CCH Dec. 
18,119, 16 TC ~, No. 42 (1951).) 


It would appear that in order for the 
place of domicile to qualify as the tax- 
payer’s home, it must be the place where 
he spends a significant amount of time and 
where he earns a significant part of his income. 


Potential Tax Savings 


In the case of a taxpayer who has less 
actual deductions for contributions, interest, 
taxes, medical expenses, etc., than the optional 
standard deduction, a tax saving will result 
from the claiming of the standard deduction. 
If he also has some other deductions, such 
as traveling expenses which may be used to 
reduce gross income in computing adjusted 
gross income, he will be entitled to such 
deductions in addition to the standard de- 
duction. If, however, the travel expenses 
do not qualify for deduction under the defini- 
tion of adjusted gross income, the taxpayer 
must treat these expenses as ordinary de- 
ductions in combination with contributions, 
interest, taxes, etc., with the result that he 
will lose the deduction of a portion of the 
travel expense. 


If the taxpayer has not realized that he 
will be denied the inclusion of the travel 
expense as an adjusted gross income deduc- 
tion and, accordingly, has erroneously so 
treated the expenses and has elected to use 
the optional standard deduction, he will have 
made an irrevocable election and, thus, will 
be deprived of a deduction for any of the 
travel expense. 
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Significance of Proper Determination 


Adjusted gross income serves as the basis 
for calculating the limitation applicable to 
deductions for medical expenses and con- 
tributions. Therefore, aside from the ques- 
tion of how the classification of expenses 
may affect the taxpayer’s decision in respect 
to electing to use the optional standard 
deduction, the correct determination of the 
amount of adjusted gross income is im- 
portant. 

The deduction for medical expenses is 
limited by law to the excess of such ex- 
penses over five per cent of adjusted gross 
income. Here, again, it is to the taxpayer’s 
advantage to treat expenses as adjusted 
gross income deductions, because the lower 
adjusted gross income serves to decrease 
the unallowable portion of medical expenses 
and increase the allowable deduction. 


Contributions are allowable in an aggre- 
gate amount not to exceed fifteen per cent 
of adjusted gross income. Here the tax- 
payer gains an advantage if the amount 
of adjusted gross income is increased, so 
he would not be encouraged to seek the 
classification of expenses as adjusted gross 
income deductions. 


TIME FOR REPORTING INCOME 
Cash v. Accrual Methods 


Little needs to be said concerning the 
basic distinction between the cash and ac- 
crual methods of reporting income. Essen- 
tially, the cash method calls for reporting 
income as it is received, whereas under the 
accrual method, income is reported when it 
is earned even though not yet reduced to 
possession. 

Generally speaking, the taxpayer may 
choose either method if it will reflect true 
income, but having once made his electicn, 
he cannot change his method of reporting 
without prior approval of the Commissioner 
of Internal Revenue. As has been said 
earlier, however, use of the accrual method 
is sometimes required by reason of the 
nature of the taxpayer’s business. If it is 
necessary to use an inventory in properly 
determining income, no method of account- 
ing with respect to purchases and sales will 
correctly reflect income except the accrual 
method, and the Income Tax Regulations 


Tequire the use of the accrual method in 
such a case. 


Some individuals actually report on a 
hybrid basis, using both the cash and the’ 
accrual methods in a single tax return. For 
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. tive receipt. 


example, a taxpayer may report income 
from his business on the accrual basis and 
report his income from other sources, such 
as interest and dividends on personal invest- 
ments, on the cash basis. This has Bureau 
sanction, but the Bureau does insist on this 
hybrid system being consistently followed 
once it has been adopted by the taxpayer. 


The Income Tax Regulations do not pre- 
scribe the kind of books and records which 
must be kept by a taxpayer. As a result 
of the current crime investigation, serious 
consideration is being given in legislative 
committee to a suggestion that Congress 
should write into the law specific provisions 
with respect to records to be maintained by 
all taxpayers. 


Doctrine of Constructive Receipt 


The usual rule for taxpayers on the cash 
basis is that income becomes taxable upon 
receipt. An exception to the general rule 
is set forth in Regulations Section 29.42-2 
which enunciates the doctrine of construc- 
Under this doctrine, income 
which is credited to the account of or set 
apart for a taxpayer and which may be 
drawn upon by him at any time is subject 
to tax for the year during which so credited 
or set apart, although not then actually re- 
duced to possession. To constitute receipt, 
the income must be credited to or set apart 
for the taxpayer without any substantial 
limitation or restriction as to the time or 
manner of payment or condition upon which 
the payment is to be made, must be made 
available to him so that it may be drawn 
at any time and its receipt brought within 
his own control and disposition. 


Rules as to Certain Types of Income 


Compensation which has been earned but 
not received is nevertheless taxable if it is 
subject to withdrawal by the employee. 
Here, the rule of constructive receipt would 
apply. If restrictions are placed against 
withdrawal, an employee would not report 
the compensation as income until received. 
If a corporation contingently credits an em- 
ployee with bonus stock but the stock is 
not available to the employee until some 
future date, it is not income until it becomes 
available to the employee. The same rule 
would apply to a bonus payable in install- 
ments over several years if the employee 
must remain in the corporation’s employ at 
the future date in order to become eligible 
to receive the later installments of the bonus. 
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Since the Supreme Court’s decision in 
the Avery case, the time for taxing divi- 
dends has been relatively free of controversy. 
The Regulations now conform to the deci- 
sion and provide that dividends are subject 
to tax when unqualifiedly made subject to 
the demand of the stockholder. If a divi- 
dend is declared payable on December 31 
and the corporation intended to and did 
follow its practice of paying the dividends 
by checks mailed so that the stockholders 
would not receive them until January 1 of 
the following year, such dividends are not 
considered to have been unqualifiedly made 
subject to the demand of the stockholders 
prior to January when the checks were 
actually received. This is clear enough, but 
it does render subject to proof as to date 
of receipt dividends which may be payable 
on, say, December 28 or 29, which, as to 
some stockholders, would actually be re- 
ceived the following day but, as to other 
stockholders, might not be received for 
several days and, therefore, in a different 
taxable year. 


In the case of a cash-basis taxpayer, inter- 
est on an ordinary promissory note or mort- 
gage would be taxable when received, but, 


as to a coupon bond not in default, the 


interest would be taxable income upon ma- 
turity of the interest coupon whether or not 
cashed. Interest on a savings account be- 
comes income upon the date when the bank 
credits the depositor’s account, and the mere 
fact that the depositor does not present his 
own passbook for entry of the credit does 
not postpone the recognition of income. 
Interest on bonds sold between interest 
dates is, of course, taxable as of the date 
of sale. Interest on defaulted bonds is not 
taxable until it becomes available. In the 
case of defaulted bonds which are purchased 
“flat,” the interest is not treated as such but 
as a return of the purchaser’s capital invest- 
ment. The interest on United States savings 
bonds is not taxable until maturity of the 
bond, unless the taxpayer has elected to 
report the increment in value each year as 
taxable income, but the taxpayer may not 
defer recognition of the interest by merely 
refraining from presenting his bond for 
redemption. 


As has been discussed earlier, the gain 
from the sale of an asset may be deferred 
by exercising the option to report on the 
installment basis, provided, of course, that 
the terms of sale qualify for the installment- 


basis treatment. Otherwise, the gain or loss 
from a sale would be reported as of the 
date on which the transaction was com- 
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pleted. It is not always easy to determine 
the date on which a sale of real property is 
completed. Sometimes there is a delay in 
delivery of the deed, and under certain de- 
cisions this does not postpone the effective 
date of the sale. It suffices to say, however, 
that where the date is significant for pur- 
poses of determining the holding period or 
for purposes of determining the year in 
which the sale should be reported, care 
should be exercised in reaching a proper 
decision as to date of completion of the 
transaction. In the case of security sold 
on the stock exchange in the usual way, the 
Bureau of Internal Revenue has published 
a ruling to the effect that the sale is to be 
taken into account as of the transaction date 
rather than the settlement date. However, 
as to sales made at the year end, if the 
sale results in a gain and the settlement 
date falls in the succeeding year, the gain 
is not reportable until the succeeding year, 
but as to losses from sales at the year end, 
the losses are recognizable in the year in 
which the transaction date falls rather than 
in the succeeding year in which falls the 
settlement date. 


In the case of partnerships, regardless of 
whether the partnership records are main- 
tained on the cash or accrual basis, the dis- 
tributive share of each individual partner 
is includable in his tax return for the taxable 
year in which the partnership taxable year 
ends. The distributable shares are taxable 
to the individual partners regardless of 
whether or not distributed. 


The beneficiary of an estate or trust is 
taxable upon his distributable share of the 
fiduciary income in the year in which the 
taxable year of the fiduciary ends in those 
cases where the beneficiary is entitled to 
all or a specified share of the fiduciary’s 
net income. In the case of a beneficiary 
who is entitled to receive only such amounts 
from the fiduciary as shall be determined 
in the discretion of the trustee or executor, 
the beneficiary does not realize taxable in- 
come until distribution has actually been made. 


Income Received 
but Later Returned by Recipient 


There has been much controversy over 
the manner of handling income received by 
a taxpayer in one year but refunded by him 
to the payor in a later year. This question 
would now seem to be resolved as the result 
of the decision handed down on March 26, 
1951, by the Supreme Court of the United 
States in U. S. v. Lewis (51-1 ustc § 9211). 
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In that case the taxpayer paid income tax 
on a bonus received in 1944. He was re- 
quired by a court order to return a part of 
the bonus in 1946. He alleged the right to 
a refund of that portion of his 1944 income 
tax payment attributable to the portion of 
the bonus returned by him. The Court 
decided against the taxpayer on the grounds 
that the bonus was received in 1944 under 
a claim of right and without restriction as 
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to its disposition and, accordingly, must be 
included in income in the year received. 
Referring to the claim-of-right doctrine, the 
court said that there was nothing to permit 
an exception merely because a taxpayer hap- 
pens to be mistaken as to the validity of 
his claim. Consistent with this finding, the 
taxpayer should be entitled to a deduction 
in the year 1946 for the portion of the bonus 
returned by him in that year. [The End] 


Transition from Noncorporate 
to Corporate Form 


A NEW YORK ATTORNEY AND CPA, MR. LORE FORMERLY SERVED AS SPECIAL 
ATTORNEY AND TRIAL COUNSEL FOR THE BUREAU OF INTERNAL REVENUE 


N OST PEOPLE expect tax conse- 
i quences upon the transition from cor- 
porate to noncorporate form. However, 
they are often unaware of the tax implica- 
tions of incorporation. In other words, they 
expect to pay a tax on liquidation but not 
on incorporation. The point to be made is 
that even in the formation of a corporation, 
taxes may be incurred if the transaction is 
not properly handled, assuming, of course, 
that it is desired to avoid paying taxes at 
that point. 


For the purposes of this article, it will be 
assumed that it has been decided to incor- 
porate. However, the questions as to how 
this is to be done and what are to be the 
tax consequences remain. 


It is not proposed to go into the mechanics 
of incorporation under state laws, nor will 
this article cover the ramifications of the 
creation of personal holding companies. The 
discussion will be limited to the ordinary 
operating company. Finally, there will be 
no reference made to the effect that incor- 
poration may have on estate plans, etc., ex- 
cept insofar as a discussion of basis problems 
may relate to them. 


Transition from noncorporate to corporate 
form includes, of course, the incorporation 
of going businesses—either sole proprietor- 
ships or partnerships—and also the forma- 
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tion of a corporation by one or more 
individuals transferring cash or other prop- 
erty—not necessarily a going business. 

We start with the proposition that when 
a sole proprietorship or a partnership is in- 
corporated there is a new taxable entity that 
comes into being. There is an exchange of 
property, let us say, for stock or securities. 
Whenever you have an exchange of prop- 
erty for other property you have a taxable 
transaction, assuming, of course, that you 
can value the property, unless the exchange 
comes within one of the special nonrecogni- 
tion provisions of Section 112. If individuals 
or partnerships about to incorporate are go- 
ing to transfer property that has a fair mar- 
ket value in excess of cost or other applicable 
tax basis, the first thing they will want to 
know is whether the mere act of incorpora- 
tion will make them subject to a tax on the 
“unrealized” gain. 


Postponement of Tax 
Until Economic Realization 


The theory of the nonrecognition provi- 
sion is that where there has been nothing 
more than a change in the form of owner- 
ship, just as in tax-free reorganizations, the 
tax should be postponed until such time as 
gain in the economic sense has been realized. 
Section 112 (b) (5), which is the section 
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dealing with this problem, provides that no 
gain or loss shall be recognized if property 
is transferred to a corporation by one or 
more persons solely in exchange for stock 
or securities in such corporation, and imme- 
diately after the exchange such person or 
persons are in control of the corporatian. 
Where the exchange is by two or more per- 
sons, there is another requirement which 
shall be discussed later. 


It will be assumed that we’re dealing with 
a domestic corporation. If it were a foreign 
corporation, the benefits of Section 112 (b) 
(5) would not apply unless it were estab- 
lished to the satisfaction of the Commis- 
sioner that the exchange was not in pursuance 
of a plan having as one of its principal pur- 
poses the avoidance of federal income tax. 


Suppose, for example, an individual op- 
erates a business as a sole proprietorship in 
which he has assets—inventory, receivables, 
fixed assets, etc-—having an adjusted basis 
of $100,000. Let us say that those assets are 
now worth $150,000 and that the individual 
incorporates. He transfers the assets to a 
corporation in exchange for $150,000 of stock, 
and that is all the stock that is issued ex- 
cept for qualifying shares. Is he taxable on 
the gain? No. 


Cash as “Property” 


Suppose that you have a partnership with 
those same assets of $100,000, one partner 
having a seventy-five per cent interest and 
the other a twenty-five per cent interest 
therein, and the property is now worth 
$150,000. They incorporate, taking back 
stock in the same proportions—seventy-five 
per cent’and twenty-five per cent. Are they 
taxable on the gain? No. Suppose, in this 
same case, that a third party puts in $10,000 
in cash and receives stock worth $10,000. Is 
there any tax to anyone? No. The eighty 
per cent control requirement would be 
met, and the interests of the stockholders 
would be substantially in proportion’to what 
they had before incorporation. There was 
a time when the Bureau took the position 
that money did not come within the meaning 
of the term “property” and, hence, in the 
case just put, the Bureau’s position was that 
the entire exchange would not be tax free. 
The courts, however, have since accepted 
the contrary view. 


Low Carry-Over Basis 


Assume that A and B want to form a 
corporation. A is to contribute machinery 
and equipment worth $200,000 but having an 
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adjusted basis of $25,000. B is to contribute 
cash. The question is, How much cash? 
Should he contribute $200,000? The machin- 
ery and equipment, although admittedly 
having a fair market value of $200,000, is 
worth less than $200,000 if only $25,000 of 
basis goes along. Instead of taking de- 
preciation on $200,000, which a purchaser 
would be entitled to do, the new corporation 
will be able to take depreciation only to 
the extent of $25,000. If the corporation 
sells the machinery and equipment for what 
it is worth, namely, $200,000, it will have to 
pay a capital gains tax of more than $40,000. 
Query: How much cash should B have to 
contribute? It is not possible to arrive at 
the exact figure. For example, the value of 
the additional depreciation deductions to the 
corporation depends on many factors un- 
ascertainable in advance. The important 
point is this: If you represent B in that 
transaction, don’t blithely assume that a 
contribution of $200,000 is fair and equitable. 


Then, again, as B’s counsel, it might well 
be that you should suggest that the transfer 
be: made so as to avoid Section 112 (b) (5). 
You might, for example, agree to have B 
put in the full $200,000 in cash if the cor- 
poration receives a stepped-up basis of 
$200,000, assuming it were in some way pos- 
sible to make Section 112 (b) (5) inap- 
plicable. This phase of the problem will be 
discussed later on. 


A precaution that should be observed con- 
cerns the danger of bunching income. For 
example, if you have a partnership with a 
fiscal year ended January 31, 1950, and you 
incorporate on November 30, 1950, to use 
the extreme example, the partners, who are 
presumably on a calendar-year basis, will 
have to report income for twenty-two 
months in their 1950 return. On the other 
hand, if the partnership sustained a loss dur- 
ing one of the two periods, it might be pref- 
erable to choose that date for incorporating, 
especially if the loss is one which could not 
be used effectively or completely under the 
net operating loss provisions. The problem 
also has to be watched in the case of an 
individual who keeps his books on a fiscal- 
year basis and changes to the calendar-year 
basis after incorporation. 


Statement Required to Be Filed 


One requirement that should not be over- 
looked in connection with a Section 112 (b) 
(5) transaction is the obligation imposed by 
the Regulations to file a statement with the 
income tax return for the year in which the 
transaction takes place. Both the corpora- 
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tion and each transferor must file such a 
statement. In the case of the transferors, the 
statement must set forth a description of the 
property transferred and the cost or other 
basis, the amount of stock, money or other 
property received in the exchange and its 
fair market value, as well as a list of lia- 
bilities assumed by the corporation. The 
corporation, in addition to this information, 
must indicate the amount of stock and 
securities issued and outstanding immediately 
after the exchange, and the amount and per- 
centage of each class of stock and securities 
owned by each transferor immediately after 
the exchange. Also, if there is more than 
one class of stock outstanding, the corpora- 
tion must show the voting power of each 
class of stock. : 


Substantial-Proportion Requirement 


I have referred to the substantial-propor- 
tion requirement. In the usual case there is, 
of course, no problem in this connection. If 
A and B each transfers $50,000 in cash or 
property to a new corporation and each 
takes back 100 shares of stock, there is no 
question of proportionality. But many cases 
are not quite so simple. 


In determining whether the required pro- 
portion of stock or securities has been re- 
ceived by each transferor, two tests have 
been used, the “relative-value” test and the 
“proportionate-interest” or “control” test. 
The best way to explain the difference be- 
tween these two tests is perhaps by an ex- 
treme example. Suppose three people form 
acorporation. The first two each contributes 
property worth $49,998, and the third con- 
tributes property worth $4, making a total 
of $100,000. The first two individuals each 
receives corporate assets worth $49,999, and 
the third receives assets worth $2. If we 
apply the relative-value test, the total dif- 
ferential is approximately fifty per cent, and, 
hence, the exchange would be clearly tax- 
able. Under the control test, the total dif- 


ferential would be only .003 per cent and 
clearly tax free. 


Under the control test, differences up to 
two per cent have been held to be acceptable, 
while a difference as low as five per cent 
has been held fatal. Under the relative-value 
test, differences between transferors of as 
high as four per cent have been approved, 
and a difference of ten per cent has been held 
not to comply with the requirement of the 
Statute. The relative-value test has been the 
one generally adopted by the courts, but 
the Third Circuit about a year ago approved 
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the control test, thus presenting a conflict 
in the circuits. The Supreme Court, however, 
refused to grant certiorari. We are thus left 
with the law in an unsatisfactory state. 
Logic would seem to favor the control test. 
Under the language of the statute, if any 
one of a group of transferors does not retain 
his substantial proportionate interest before 
and after the transfer, all the transferors 
are removed from the operation of Section 
112 (b) (5). It would seem similarly that 
the liability of the group should also be 
determined by using the total value of prop- 
erty transferred and assets received by the 
group in determining whether Section 112 
(b) (5) should apply. The basic purpose of 
Section 112 (b) (5) seems to have been to 
encourage business expansion and consolida- 
tion without tax consequences, and the con- 
trol test seems more appropriate to carry 
out this intent. 


Stock Distributions in Accordance 


with Profit-Sharing Ratios 


Suppose you have two partners, Mr. Silent 
and Mr. Active. Silent has a seventy-five per 
cent interest, and Active, a twenty-five per 
cent interest in the capital of the firm, but 
they share profits on a basis of forty-sixty, 
Silent getting forty per cent of the profits 
and Active, sixty per cent. They transfer 
the assets of the partnership to a corpora- 
tion which issues common and preferred 
stock. The preferred stock is distributed to 
them in accordance with their interest in 
the partnership capital. The common stock, 
however, is distributed according to their 
profit-sharing agreement. Is the transfer 
tax free? This depends on whether the 
stock that each received is substantially in 
proportion to his interest in the property 
prior to the exchange. There is no case 
specifically answering this question. It 
would seem, however, that a partner’s in- 
terest in firm capital for tax purposes is 
the proper measure of his interest in such 
property, and, hence, the exchange would 
not be tax free. Yet, if Silent and Active 
received both common and preferred stock 
equal to their interests in the partnership 
capital and nine days after incorporation 
Silent transfers enough common stock to 
Active so that he has sixty per cent of the 
common stock, the Tax Court says that 
Section 112 (b) (5) has been met. (Strouse, 
Adler Company, CCH Dec. 14,015 (M), 
3 TCM 641 (1944).) In that case, the agree- 
ment to adjust the common stock was in- 
definite as to time. Apparently if there had 
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been a binding agreement to adjust the 
common stock, the exchange might not have 
qualified. (Independent Oil Company, CCH 
Dec. 14,960, 6 TC 194 (1946); Industrial 
Clutch Company, CCH Dec. 12,027-D 
(1941).) 


It would seem that where the parties are 
close, they can escape from the proportion- 
ate requirement by informal arrangements 
and adjustments at the appropriate time. 
However, there is perhaps some danger that 
under the theory of step transactions, the 
latter adjustments may be treated as an in- 
tegral part of the exchange and thus dis- 
qualify it under Section 112 (b) (5). A 
safer approach, where the parties are aware 
of the problem, is to solve it without these 
complications—simply adjust the partners’ 
capital accounts by withdrawals before in- 
corporating to bring the capital accounts in 
line with the profit ratios. Another way 
might be to distribute stock in accordance 
with the respective capital interests of the 
partners and provide for a salary differential 
to correspond to the difference in profit 
sharing under the partnership agreement. 


Valuation Problems 


If several classes of stock or securities 


are to be issued and you want the exchange 
to be tax free, it is safer to distribute the 
various classes in the same proportion, pro- 
viding you can do this within the scope of 
your client’s wishes from a business stand- 
point. Naturally, in many cases it will not 
be possible to do this, because for good 
business reasons some transferors may in- 
sist on getting all stock or all bonds. If 
you do not distribute the various classes in 
the same proportion, it might develop that 
the common stock, for example, was more 
valuable than was anticipated, and that 
might create a substantial disproportion, 
especially under the “relative-value” test. If 
the various classes are not distributed in the 
same proportion, you do run this extra 
risk, and, therefore, it becomes all the more 
important that your valuations be correct. 
Sometimes a ruling from the Bureau may 
be helpful in this situation. 


As a practical matter, if you want to 
qualify an exchange as tax free, you must 
make sure that it qualifies under the 
“relative-value” test. If it does, it will al- 
ways meet the “control” test, because the 
“relative-value” test simply magnifies the 
disproportion which exists under the “con- 
trol” test. On the other hand, if your 
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object is to insure that Section 112 (b) (5) 
shall not apply, you have to use the “con- 
trol” test and make certain that the dis- 
proportion does not satisfy that test. 


Recognition of Gains 


It would be a mistake to assume that in 
every one of these exchanges the taxpayer 
wants the exchange to be tax free. Not that 
he wishes to pay extra taxes, but the fact 
is that there are other consequences flowing 
from the nonrecognition provisions which 
may outweigh the tax, and those are con- 
cerned primarily with basis. 


In these days of high corporate rates and 
excess profits taxes it is not difficult to 
visualize situations in which it might be 
more important to get a stepped-up basi& 
than to avoid a tax on the gain. Suppose, 
for example, two individuals, A and B, both 
in high-income brackets, wish to transfer a 
plant to a corporation. The plant has an 
adjusted basis in their hands of $100,000 
and is worth $200,000. The total tax in- 
volved in getting a stepped-up basis is 
twenty-five per cent of the gain of $100,000, 
or $25,000. In return for this, the corpora- 
tion will receive forty-seven per cent of the 
additional $100,000 of basis, assuming it has 
income of more than $25,000, and this does 
not take excess profits taxes and the effect 
on the determination of the excess profits 
tax credit into consideration. 


Basis Problems 


Before going into this, we should per- 
haps review certain fundamentals. First, let 
us consider the corporation’s basis for the 
property transferred to it. If Section 112 
(b) (5) applies, the corporation’s basis is 
the same as it was in the hands of the trans- 
feror, increased in the amount of gain or 
decreased in the amount of loss recognized 
to the transferor under the law applicable 
to the year in which the transfer was made. 
If Section 112 (b) (5) does not apply, the 
corporation gets a stepped-up basis, namely, 
its cost, which is the fair market value of 
the stock and securities on the date of the 
exchange. 


So much for the corporation. How about 


‘the transferor? What is his basis, that is, 


for the stock or securities which he re- 
ceives? If Section 112 (b) (5) applies, his 
basis for the stock or securities received is 
the same as the basis of the property trans- 
ferred, increased in the amount of gain 
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or decreased in the amount of loss recognized 
on the exchange. If Section 112 (b) (5) 
does not apply, his basis will be the fair 
market value of the stock received. 


Let us see if we can illustrate some of 
these principles by a simple example. Sup- 
pose we have an individual with assets hav- 
ing a basis of $100,000, including property 
subject to a $20,000 mortgage. At the time 
that he transfers the property to a corpora- 
tion, the assets are worth $150,000, and he 
takes back stock and securities in that 
amount, the corporation assuming the 
mortgage of $20,000. First of all, will Sec- 
tion 112 (b) (5) apply? How about the 
assumption of the mortgage? Does that 
prevent Section 112 (b) (5) from applying? 
No. Is it treated as boot? Normally not, 
unless the purpose of the assumption of the 
mortgage by the corporation was the 
avoidance of federal income tax or unless 
it had no bona fide business purpose. There- 
fore, Section 112 (b) (5) applies. The 
corporation’s basis is $100,000. The trans- 
feror’s basis of the stock and securities 


received is $80,000, that is, $100,000 less . 


$20,000. For purposes of determining the 
transferor’s basis, the amount of the mort- 
gage is thus treated as money received by 
the transferor upon the exchange. 


If the exchange had not qualified under 
Section 112 (b) (5), the corporation’s basis 
would have been $150,000. To the extent 
that there were fixed assets involved, that 
is the basis on which the corporation would 
take depreciation, etc. The transferor, on 
the other hand, would have been subject to 
tax on $70,000, and his basis for the stock 
and securities received would have been 


$150,000. 


Holding Period 


Another thing to be considered in decid- 
ing whether or not Section 112 (b) (5) 
should be made to apply is the question 
of the holding period for purposes of de- 
termining whether gain from a sale will be 
long or short term. Normally, if there is 
a possibility that any assets of a business 
will be sold within a short time, it is 
advisable not to transfer them to the cor- 
poration. If a gain results, you avoid the 
corporate tax. On the other hand, if a loss 
results, the deduction may be worth more 
to the individuals involved than to the cor- 
poration. But if capital assets that have 
been transferred to the corporation are sold 
less than six months later and Section 112 
(b) (5) applies, the period during which the 
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transferor held those assets must be added. 
If there is a gain, the corporation benefits; 
if there is a loss, the addition of this period 
may convert the loss into a capital loss. 


Similarly, so far as the transferor is con- 
cerned, if he sells the stock or securities 
he has received, he adds to the period for 
which he held the stock or securities the 
period during which he held the property 
he transferred to the corporation. Where 
you incorporate a partnership, you would 
add the period during which the individual 
had held his partnership interest. 


High-Basis Property 


If the property which you are going to 
transfer to a corporation is worth less than 
its basis, it is especially important to 
qualify under Section 112 (b) (5). Assume, 
for example, that you have assets that 
have an adjusted basis of $200,000 but are 
worth only $100,000 now. If you sell the 
property to a corporation, the loss will be 
disallowed under Section 24 (b) (sale to 
your own corporation), and the basis to 
the corporation will be stepped down with- 
out any tax benefit whatsoever. Your 
$100,000 loss will be disallowed, but the 
corporation’s basis will be not $200,000, 
which was your basis, but $100,000. There- 
fore, in a situation of this kind, it is im- 
perative that the exchange qualify under 
Section 112 (b) (5) so that the $200,000 
basis to the corporation will be carried over. 


Double Standard in Taxation 


We in the tax field have become used to 
words not meaning what they say. Just 
because the statute says that in order to 
qualify under Section 112 (b) (5) a trans- 
feror must be in control of the corporation 
and that control is eighty per cent of the 
total voting stock, it does not mean that 
you can guarantee that Section 112 (b) (5) 
will not apply just by seeing that the trans- 
feror gets only seventy-nine per cent of the 
voting stock or that a certain amount of 
the stock is issued without consideration. 
We have gotten used to the double standard 
in taxation. Cases like Higgins v. Smith 
(40-1 ustc J 9160, 308 U. S. 473) have made 
this very clear. The taxpayer chooses the 
form and, therefore, he is bound by the 
form, but the government isn’t bound by it. 
It can go through the form to the sub- 
stance, or it can take a transaction that 
preceded it or followed it, tie them up to- 
gether and come out with something entirely 
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different. I am not even saying that this 
is wrong, but at least it is there, and we 
have to bear it in mind constantly when- 
ever we plan transactions to be taxable or 
nontaxable. 


Step Transactions 


How do we get out of Section 112 (b) (5) 
if we decide that it is to our interest to 
do so? Suppose that a transferor pays 
$1,000 for stock and that he has some 
property that has a basis of $10,000 but 
is worth $25,000. What happens if he sells 
this property to the corporation for $10,000 
in notes? If the transaction stands up as a 
sale, there is no tax. There is a danger, 
however, that the whole thing may be 
treated as steps in a single transaction, that 
is, instead of the issuance of stock for 
$1,000 and a separate sale for notes it was 
really the exchange of $1,000 of stock and 
$10,000 of notes for $1,000 cash and $25,000 
in property. In that case there would be 
a gain of $15,000. Only $10,000 would be 
recognized, that is, it would be recognized 
to the extent of the value of the notes re- 
ceived or the “boot.” Sometimes it is pos- 
sible to sell to a corporation that is already 
in existence. In that case, of course, the 
problem does not arise. 


Equalization by Means of ‘‘Boot”’ 


There is another method which can be 
employed. Suppose A and B are going to 
transfer property to a new corporation. 
The property in each case is worth $100,000, 
but while A’s property has a basis of 
$100,000, B’s property has a basis of only 
$50,000. Assuming that A’s representative 
is aware of the problem, he is going to 
object to the fact that the corporation is 
going to get only $50,000 of basis for B’s 
property. The parties want to be equal 
stockholders. Consideration should be given 
to the following method: A and B each get 
$50,000 of stock and $50,000 of “boot,” for 
example, short-term notes. A will not have 
to pay any capital gains tax. B will pay a 
capital gains tax on $50,000. The corpora- 
tion’s basis will be $200,000—$100,000 for 
3’s property because the gain of $50,000 
recognized to B is added to his $50,000 basis, 
and $100,000 for A’s property because that 
was A’s basis. 


Capitalization of New Corporation 


Another phase of the subject which should 
properly be discussed under the topic of 


598 


transition from noncorporate to corporate 
form is, wholly apart from Section 112 (b) 
(5), What should be the capital structure 
of the new corporation? If you were to 
form a corporation today and issue, for ex- 
ample, just 200 shares of capital stock, you 
might be overlooking very important tax- 
savings opportunities. 


Issuance of Nonvoting Stock.—First of 
all, a matter that should be gone into at 
the time of incorporation is the advisability 
of having two or more classes of stock. At 
that point it is a very simple matter. Later, 
after earned surplus has been built up, 
it may be difficult to recapitalize without 
the government claiming that there is a 
taxable dividend somewhere in the picture. 


Many people who formed corporations 
before income taxes were as important as 
they are today or who did so more re- 
cently but without competent advice, have 
sorely regretted the fact that they did not 
issue some nonvoting stock when they in- 
corporated, either preferred or a nonvoting 
class of common. A man may want to give 
some stock to members of his family or 
sell some to outsiders without affecting his 
control. He might want to reduce the size 
of his taxable estate. Often the financial 
picture of the corporation after a number of 
years of operations is such that it is very 
difficult to do what could have been done 
easily and with impunity at the inception of 
the corporation. 


Debt v. Equity Capital—The next thing 
that should be considered is the use of debt 
in the company’s capital structure. Using 
the simplest kinds of cases for an example, 
corporations having a capital of $100,000 are 
formed. In one case, only stock is issued. 
In another case, the corporation issues 
$50,000 of stock and $50,000 of bonds. As- 
sume that the corporations make $20,000 the 
first year. First of all, in the case of the 
corporation which issued both bonds and 
stock, a deduction for interest on the bonds 
will have been taken, and, second, it could 
pay out $20,000 in redemption of the bonds 
without any tax liability whatever. In the 
case where stock alone was issued, any 
such payment would run the risk of being 
taxed as a dividend under Section 115 (g). 
Then again the existence of debt may 
strengthen the company’s position under 
Section 102, especially if it is a case of 
mortgaged property being transferred to a 
corporation. In that event, the mortgage 
payments would be due to an outside lender 
rather than to a stockholder who also owns 
the corporation’s bonds. There is still an- 


July, 1951 e TAX ES—The Tax Magazine 





other advantage. If the business fails, a 
stockholder, as holder of the bonds, would 
have a nonbusiness bad debt which would 
be treated as a short-term capital loss, that 
is, one that is fully deductible, rather than 
a long-term capital loss which he would 
have in the case of worthless stock. 


In one case (Swoby Corporation, CCH 
Dec. 16,123, 9 TC 887 (1947), Mrs. 
Wolfe knew all about these advantages of 
debt, at least her advisers did. She had a 
thirty-two-story office building in Brooklyn 
which was subject to a mortgage. She 
transferred the building to a corporation 
which she caused to be formed and took 
back 200 shares of capital stock of $1 par 
value and a ninety-nine-year income deben- 
ture in the face amount of $250,000. The 
corporation, of course, deducted interest 
paid on the debenture, and that is where the 
controversy arose. The Tax Caurt had little 
trouble in treating the debenture as capital 
stock. First of all, it said that this was an 


obviously excessive debt structure. It then 
alluded to the ninety-nine-year maturity date 
which far exceeded the estimated life of the 
building. After that, it went through a list 
of other factors, as the courts invariably do 


in this type of case, to support its original 
conclusion. 


What, then, should be the capitalization 
of a new corporation? What is the best 
proportion of debt to stock? Fortunately, 
it is not necessary to ascertain the exact 
point at which the greatest benefit will be 
derived. Just as the architect who-designs 
a skyscraper has to allow for certain tol- 
erances, so we have to provide a margin of 
safety against many factors, known and un- 
known. Moreover, it is seldom advisable 
to get the absolute maximum benefit. You 
have heard the saying about the stock 
market—sometimes the bulls win and some- 
times the bears win, but the hogs never 
win. That is usually pretty sound tax ad- 
vice too. [The End] 
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VOIDANCE vv. evasion of income tax 

has long been a disputed issue between 
taxpayer and Treasury Department. Gener- 
ally speaking, the term “avoidance of in- 
come tax” means paying only the taxes that 
the law requires and no more. Long ago 
the Supreme Court declared that if a device 
to save taxes is carried out by means of 
legal forms, it is subject to no legal censure. 
In that case’? an individual who had to pay 
a stamp tax on a check in the amount of 
$20 issued two checks for $10 each. 

The taxpayer is entitled to select that form 
of an intended transaction which results in 
the greatest tax savings, unless the form 
chosen is only a “sham” and does not reflect 

1U. 8. v. Isham, 17 Wall. 496 (1873). 


2Gregory v. Helvering, 35-1 ustrc { 9043, 293 
U. S. 465. 
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the real substance of the transaction.” The 
motive of tax avoidance in and of itself will 
not establish liability if the transaction does 
not do so without it. Consequently when 
the Commissioner attacks a_ transaction 
which avoids taxes, the attack is usually 
made under the rule of substance v. form 
rather than tax avoidance, as such. 


In the recent decision of U. S. v. Cumber- 
land Public Service Company; the Supreme 
Court stated that a corporation may be 
liquidated or dissolved without subjecting 
itself to the capital gain tax, even though 
the primary motive is the avoidance of corpo- 
rate taxation. In this case, a closely held 
corporation received an offer to sell its 


3 50-1 ustc {| 9129, 338 U. S. 451. 





properties. The corporation rejected the 
offer because of the imposition of the 
(double) tax, once upon the corporation 
and again upon the stockholders upon disso- 
lution. The stockholders: then decided to 
acquire the property from the corporation 
by way of a partial liquidation. After so 
acquiring the property, the stockholders 
sold the property in their own name. De- 
ciding against the attempt of the Commis- 
sioner to tax the corporation, the Supreme 
Court declared: “Whatever the motive and 
however relevant it may be in determining 
whether the transaction was real or sham, 
sales of physical properties by shareholders 
following a genuine liquidation distribution 
cannot be attributed to the corporation for 
tax purposes.” 


In general, tax savings can be accom- 
plished in two ways: (1)-by selecting the 
right form for a transaction; and (2) by 
making use of all provisions of the law 
which permit a reduction of the tax, 


There are numerous provisions of the 
tax law which permit of tax savings if 
properly and timely applied, so numerous, 
in fact, that only a selection of the more 
important situations will be discussed. It is 
intended to consider possible tax savings 
coming under both of the categories men- 
tioned. Tax savings in connection with 
gross income will be considered first, then 
deductions and credits, the time for report- 
ing and the person reporting. Tax savings 
in connection with the form of doing busi- 
ness will also be considered. 


Gross Income—Section 107 


Code Section 107 is a very important tax- 
savings provision, especially for professional 
men. However, those entitled to make use 
of this provision do not always do so. Sec- 
tion 107 was enacted to relieve hardship 
cases resulting from the receipt in bulk of 
compensation for work performed over a 
long period of time. Naturally, because of 
the graduated surtax rates, the tax burden 
on large compensation received in a single 
year for services rendered over a period of 
years is far heavier, as a rule, than the 
total taxes that would have been payable 
had the compensation been received ratably 
over the period in which the services were 
rendered. The three general classes of com- 
pensation payments for which relief under 
Section 107 is available are the following: 


(1) Personal service rendered by an indi- 
vidual or a partnership over a period of 
thirty-six calendar months or more (Section 


107 (a)); 


(2) Artistic work or invention, the work 
on which covers a period of thirty-six calen- 
dar months or more (Section 107 (b)); 


(3) Back pay, that is, pay received for 
services performed prior to the tax year 
and which would have been paid previously 
except for the existence of unusual circum- 
stances (Section 107 (d)). 


The compensation of an individual claim- 
ing relief under Section 107 (a) must satisfy 
all three of the following requirements: (1) 
it must be compensation for personal serv- 
ices, (2) at least thirty-six calendar months 
must have elapsed from the beginning to 
the completion of the services for which it 
is paid and (3) at least eighty per cent must 
have been received or accrued in one tax year. 


If the income received meets these re- 
quirements, the tax attributable to this in- 
come cannot be greater than the aggregate of 
taxes attributable to such’ income had it 
been included in the gross income of the 
taxpayer ratably over that part of the period 
which precedes the date of such receipt or 
accrual. 


The cases which have been decided under 
this section are too numerous to discuss 
here. However, these cases show that many 
taxpayers have lost the benefit of this tax- 
savings feature in the law because of a lack 
of knowledge of its provisions and the sig- 
nificance thereof. Many times the amount 
of compensation receivable in any one year 
for work performed over a considerable 
length of time is controllable by the tax- 
payer. If a professional man has performed 
work over a period of thirty-six months or 
more, he might save taxes by seeing that he 
receives his fee in one lump sum upon com- 
pletion of the work, especially in the case of 
rising tax rates and low income in the 
earlier years. 


Damages and Awards 


Not all damages received are taxable. 
The question is, “For what were the damages 
awarded?” On the one hand, amounts re- 
ceived on account of personal injuries or 
sickness, or damages received for alienation 
of affections, slander, libel or breach of 
promise are not taxable at all, At the other 
extreme, damages recovered for loss of prof- 
its are taxable just as if they were profits 
made in the ordinary course of business. 
Damages which are in the nature of a re- 
covery of capital are not taxable until the 
basis of the property has been recovered, 
and then the excess received may be tax- 
able as a capital gain only. The difficulty 
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very often arises in connection with actions 
to recover damages for loss both to capital 
and profits. Here the recipient and his law- 
yer would be wise to see that the complaint 
and other legal documents involved, includ- 
ing the court’s decree, allocate the damages 
between capital and profits. Otherwise, the 
entire amount recovered may be considered 
taxable income.* 


Life Insurance Proceeds 


The manner in which the payment of life 
insurance proceeds is settled with the in- 
surance company may produce widely vary- 
ing tax consequences. Life insurance proceeds 
received upon the death of the insured are 
not taxable income, but if the proceeds are 
left with the insurer, interest or dividends 
paid thereon are taxable. On the other 
hand, it has been held that if the insurance 
‘company adds interest and dividends to the 
proceeds retained and pays fixed install- 
ments until the fund, consisting of the in- 
surance proceeds and accumulated interest 
and dividends, is exhausted, no amount re- 
ceived by the beneficiary is taxable.® In sub- 
mitting the proposed Revenue Act of 1950, 
the House Ways and Means Committee con- 
sidered this a loophole that it wanted to close. 
The Senate Finance Committee did not 
agree with the House at that time, and so 
this provision is still the law. However, 
Congress may again attempt to eliminate 
this tax-saving device. Tax savings are 
also possible in connection with the receipt 
of the cash surrender value of a life insur- 
ance policy or the maturity value of an en- 
dowment policy during the life of the in- 
sured. If such proceeds are received in a 
lump sum, the excess of the proceeds over 
the premiums paid constitutes ordinary tax- 
able income, but if the proceeds are paid in 
installments, it makes a difference whether 
the installments are based upon the life ex- 
pectancy of the recipient or whether they 
are partial payments to be made until the 
proceeds are exhausted. In the first case, 
the installments would constitute annuities 
taxable throughout under the three per cent 
rule; in the second case, no installments 
would be taxable until the cost of the policy 
had been recovered. 


Discharge of Debt 


The discharge of a debt by the transfer of 
property may lead to unfavorable tax con- 


‘Martin Brothers Box Company, CCH Dec. 
13,162(M), 1 TCM 999 (1943). 


7 Heyser, CCH Dec. 13,995(M), 3 TCM 582 
(1944), 
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sequences which can be avoided by a cash 
payment. If the basis to the debtor of the 
property transferred is less than the amount 
of the debt, taxable income is realized to the 
extent of the excess of the debt over the 
basis of the property.® 


Recovery of Bad Debts 


Recoveries of bad debts, taxes or penal- 
ties paid, or expenses or losses do not 
always constitute taxable income. While, 
generally, income results from the recovery 
of amounts deducted in prior years, this 
general principle is limited by the so-called 
“tax-benefit” rule. Section 22 (b) (12), 
which contains the “tax-benefit” rule, is a 
statutory enactment of certain principles 
that were previously established by court 
decision. The effect of the “tax-benefit” 
rule is as follows: If the deduction in the 
prior year of the items now recovered did 
not result in a tax benefit to the taxpayer, 
the recovery is not income. For example, 
the taxpayer has a receivable of $500 which 
becomes worthless in 1949, Taxpayer’s de- 
ductions and credits in 1949 are sufficient to 
offset his income without the use of the 
$500 bad debt deduction. However, the 
debt actually went bad in 1949, and taxpayer 
must take the deduction of $500. In 1951, 
taxpayer recovers all or part of the $500. 
Such recovery does not constitute income, 
since taxpayer derived no tax benefit from 
the deduction in 1949. While the statute 
mentions only three items of deductions to 
which the tax-benefit rule applies, bad debts, 
taxes and delinquency amounts such as in- 
terest on delinquent taxes, its scope has been 
extended by the Regulations,’ and the courts 
apply the rule to other types of deductions 
such as a loss sustained upon the sale of 
stock and later recoverd. The tax-benefit 
rule does not apply to recoveries of amounts 
previously charged to a reserve for bad debts. 


Deductions 


An important area of tax savings exists 
in connection with deductions. Many tax- 
payers fail to make use of all available de- 
ductions permitted by law or fail to make 
use of deductions in the right manner. The 
use of the standard deduction has led many 
taxpayers to ignore their actual deductions, 
the use of which might result in a lower tax 


6 Simms, CCH Dec. 8187, 28 BTA 988 (1933). 
t Regulations 111, Section 29.22(b)(12)-1. 





liability. Let us review some of the deduc- 
tions which are available to taxpayers and 
which very often are not utilized or are 
incorrectly handled. 


Bad Debt Deduction.—A taxpayer in busi- 
ness has the choice of one of two methods 
in handling bad debts: He may either de- 
duct specific bad debts or use the reserve 
method. This choice is not always an easy 
one to make, and any decision made must of 
necessity contain an element of prophecy 
which may or may not turn out to be cor- 
rect. In general, it can be said that the 
reserve method is more advantageous for tax- 
payers with large sales and large accounts 
receivable. Once a choice between the two 
methods has been made, permission must be 
obtained to change from one method to 
the other. 


Worthless Securities—Worthless securi- 
ties also give rise to a tax deduction. How- 
ever, there are several points in connection 
with worthless securities which should be 
borne in mind. First, the security in ques- 
tion would ordinarily be classed as a capital 
asset and is considered by statute to have 
become worthless as of the last day of the 
taxable year in which the loss arose. This 


means that losses from securities acquired 
in the first half of the same year are long 


term, and only fifty per cent of the loss is 
deductible. Furthermore, securities becom- 
ing partially worthless do not give rise to 
any deduction. Proof of worthlessness may 
be difficult, and a taxpayer may find that he 
has lost his right to a deduction for a 
worthless security because of his inability 
to prove the year in which the security be- 
came worthless. The taxpayer should give 
serious consideration to an actual sale of 
the securities involved, if this is possible, so 
as to establish their value and the date of 
worthlessness beyond dispute. 


Repairs and Improvements.—Whether ex- 
penses made for property are to be con- 
sidered deductible repairs or nondeductible 
improvements has always been a subject of 
litigation between the taxpayer and the tax 
authorities. The line is not always easy 
to draw, but a number of decisions*® have 
held that when the general plan under which 
the work is done is one of improvement, 
items which would ordinarily be considered 
to constitute deductible repairs may be dis- 


8 Cowell, CCH Dec. 5794, 18 BTA 997 (1930); 
Federal-American National Bank, CCH Dec. 
3284, 9 BTA 1043 (1928). 

® Modesto Lumber Company, CCH Dec. 1925, 
5 BTA 598 (1926); Williamson Milling Company, 
CCH Dec. 1987, 5 BTA 814 (1926). 
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allowed. Also, if improvements and repairs 
aré included in the same contract, the re- 
pairs should be carefully segregated, other- 
wise all expenses will be disallowed. 


Abandonment Loss.—An abandonment loss 
has always been difficult to prove to the 
satisfaction of the Treasury Department. 
In order to be entitled to the deduction, the 
taxpayer must show, among other things, 
that (1) the life of the property has termi- 
nated suddenly, (2) the abandonment has 
been permanent, (3) the abandonment took 
place in the year in which claimed and (4) 
there has been an extinction of value. 


Numerous decisions show that such proof 
is often a difficult undertaking. However, 
if the taxpayer should sell the asset which 
has become useless, he will have established 
the amount realizable and the extent and 
time of the loss. Since the asset involved 
must be a business loss, any loss sustained 
would be deductible in full.” 


Charitable Contributions.—A taxpayer 
who contemplates making charitable contribu- 
tions may make these contributions in such 
manner as to result in tax savings. In the 
first place he may spread his contributions 
over a number of years in order that the 
fifteen per cent limitation is not exceeded 
in any one year. In the second place, if 
possible he should consider making the con- 
tributions in property rather than in cash. 
Where a charitable contribution is made in 
the form of property rather than cash, a tax 
deduction is permitted the donor based upon 
the fair market value of the property at the 
time of contribution. No gain or loss is 
recognized, however, on the difference be- 
tween this fair market value and the cost or 
other basis to the taxpayer. Consequently, 
a taxpayer may make a charitable contribu- 
tion in kind where the value of the property 
has increased considerably since acquisition 
and obtain a tax deduction equal to the fair 
market value without being subject to any 
tax on the increase in value. On the other 
hand, where the property intended to be 
given as a contribution has declined in value, 
the taxpayer can sell the property, obtain a 
deductible loss and contribute the cash pro- 
ceeds received on the sale. 


Elimination of Competition. — Payments 
made for a promise to refrain from compe- 


10 Farmers Feed Company, CCH Dec. 5446, 17 
BTA 507 (1929). 
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tition may be deductible or not depending 
on the manner in which such a contract is 
formulated. Usually a promise not to 
compete is given in connection with the 
sale of a business. It has been held that 
where the restraint or elimination of com- 
petition is for a definite and limited term 
and the consideration is stated separately, 
the cost may be deducted over such 
term." But where the benefits of the re- 
straint or elimination of competition are 
permanent or of indefinite duration, no de- 
duction is allowable. Where a lump sum 
was paid for a business, including the prom- 
ise not to compete for a specified number of 
years, it was held that the contract was not 
divisible and that no deduction for amortiza- 
tion was allowable. Thus it is important 
for the taxpayer and his attorney to make 
certain that where payment is being made 
for a promise not to compete, the contract 
should, wherever practicable, (1) place a 
valuation on the covenant and (2) limit the 
restraint to a definite period of time. 


Entertainment Expenses.—Entertainment 


expenses are a frequent source of dispute. 


between the taxpayer and the taxing author- 
ities. The deduction is generally claimed for 
entertaining business customers in a restau- 
rant or a place of amusement, but it has 
been held that the cost of entertaining cus- 
tomers in the taxpayers’ home is also a 
proper busines expense.” The surest way to 
obtain the deduction is to keep detailed rec- 
ords for all such expenses incurred. Where 
this has not been done, the Revenue Depart- 
ment and the courts will make an approxi- 
mation according to the Cohan rule.” 


Cost of Preparing Return.—Nor should it 
be overlooked that according to the Regu- 
lations (Section 29.23(a)-15) the expenses 
paid or incurred by an individual in the 
determination of liability for income taxes, 
in other words the costs of preparing the 
return, are deductible. 


Standard Deduction.—It scarcely needs to 
be mentioned that caution should be exer- 
cised in the election to use the standard 
deduction rather than to itemize deductions 
or vice versa. This election, once made, is 
irrevocable. Taking into consideration the 
fact that the standard deduction is roughly 
ten per cent of the adjusted gross income 
but cannot be more than $1,000 on a joint re- 
turn or the return of an unmarried person 


11 Press Publishing Company, CCH Dec. 5431, 


17 BTA 452 (1929); Toledo Blade Company, 
CCH Dec. 16,736, 11 TC 1079 (1949). 
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and not more than $500 on the separate re- 
turn of a married person, the best way to 
make the right election is to compute the 
tax both ways. In making the computations 
the taxpayer should take into account the 
fact that a credit for partially tax-exempt 
interest for taxes paid to foreign countries 
and for taxes paid at source on tax-free 
covenant bonds cannot be taken if the stand- 
ard deduction is used. 


Medical Expenses.— The deduction for 
medical and related expenses has several 
aspects which should be considered by the 
taxpayer. Since only that part of the ex- 
penses that exceeds five per cent of adjusted 
gross income is deductible, the taxpayer may 
sometimes gain an advantage by timing his 
payments. For example, a taxpayer whose 
adjusted gross income is $5,000 for each of 
the years 1950 and 1951 incurs medical ex- 
penses of $250 in each of those years. If $250 
is paid in each year, no deduction is avail- 
able; if $500 is paid in either year, the deduc- 
tion for that year is $250. Also, since the 
deduction is limited to $1,250 multiplied by 
the number of exemptions and there is a 
maximum deduction of $2,500 in the case of 
a single person or a married person filing a 
separate return and $5,000 in the case of a 
married couple filing jointly, further pay- 
ments for medical expenses should be de- 
ferred, if possible, if the maximum deduction 
has been reached. 


Alimony Payments.—Special care should 
be exercised in the arrangement of alimony 
and separate maintenance payments, Lump- 
sum payments are not income to the wife 
and are not deductible by the husband. Pe- 
riodic payments which meet the require- 
ments of Section 22(k) are taxable to the 
wife and are deductible by the husband 
under Section 23(u). Regardless of what 
their established methods of accounting are, 
the wife reports this income in the year 
received and the husband claims the deduc- 
tion in the year of payment. Section 23(k) 
requires that the periodic payments be 
received (1) after a decree of divorce or sepa- 
ration and (2) in discharge of a legal obli- 
gation imposed under the decree or a written 
instrument incident to the action. If the 
decree or instrument names a principal sum 
as alimony, installment payments in dis- 
charge thereof do not come under Section 
22(k) or Section 23(u) unless, by the terms 
of the decree or instrument, the principal 


12 Vinson v. U. 8., 45-2 ustc I 9374 (DC Okla., 
June. 29, 1945). 

13 Cohan v. Commissioner, 2 ustc J 489, 39 F. 
(2d) 540 (CCA-2, 1930). 
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sum is to be paid within a period of more 
than ten years and then only to the extent 
that the installment payment does not ex- 
ceed ten per cent of the principal sum. 


Section 23(k) does not apply to amounts 
payable for support of minor children. 
These amounts are not deductible by the 
husband nor taxable to the wife, but a wife 
who supports dependents from taxable ali- 
mony is entitled to claim the exemptions for 
them provided the statutory requirements 
are otherwise met. It is important that 
counsel for both husband and wife keep 
these federal income tax effects in mind 
when settling the terms of a decree of di- 
vorce or separate maintenance. 


Method of Reporting Income 


The taxpayer often has a choice as to the 
method of reporting income, which choice 
if properly applied may result in tax savings. 
This choice as to method affects the time 
of reporting an item of income. In control- 
ling tax liability in this manner, it must be 
remembered that a certain treatment of an 
item in one year may affect the income for 
another year. Care must also be exercised 
that items of income are reported and de- 
ductions claimed in the year to which they 
properly belong. The law does not give 
the taxpayer a right to elect to take deduc- 
tions in the years in which the events justi- 
fying them occur or to waive them and make 
later returns as if such events had not oc- 
cured.“ Failure to report a transaction in 
the proper year has in many cases resulted 
in an item of income being taxed twice and 
in a proper deduction being lost entirely. 


It is scarcely necessary to mention that a 
taxpayer on the cash basis can influence the 
year of taking allowable deductions by mak- 
ing the payments—especially those which 
are due towards the close of the year—in 
the current or succeeding year. Taxpayers 
on the accrual basis do not have this latitude 
of choice. 


Installment Basis 


The installment method of reporting in- 
come may produce decided tax savings. 
Section 44 contains the provisions dealing 
with dispositions of property involving de- 
ferred payments that extend beyond the 
year of sale. Dealers in personal property 
who regularly sell on the installment plan 
may use this method if they so desire. 





BTA 355 (1925). 


144 ven Realty Company, CCH Dec. 137, 1 


They are not compelled to do so. A tax- 
payer who makes a sale of real property ora 
casual sale of personal property may also 
report the income therefrom on the install- 
ment basis if the initial payments do not 
exceed thirty per cent of the selling price 
and, in the case of a sale of personal prop- 
erty, if the sales price exceeds $1,000. The 
term “initial payments” refers to all cash or 
property received during the taxable period 
in which the sale is made, excluding mort- 
gages, whether new or assumed by the vend- 
ee, and does not refer exclusively to the 
payment received at the time of the sale. 
Also, the term “initial payments” contem- 
plates at least one other payment in addition 
to the initial payment. Income may not be 
reported on the installment basis (1) if the 
entire purchase price is to be paid in a lump 
sum in a later year, there being no payment 
during the first year, or (2) if no payment 
in cash or property other than evidences of 
indebtedness of the purchaser is received 
during the first year, the purchaser having 
promised to make two or more payments in 
later years.” 


By “selling price” is meant the total 
amount involved in the sale. It is the price 
at which the entire transaction is turned 
over. Where the asset being sold on the 
installment basis is a capital asset, the capi- 
tal gain provision can be applied under the 
installment sales provisions to the income 
reportable in each year. 


Section 44 also provides for special treat- 
ment of deferred-payment sales not on the 
installment plan, that is, sales in which pay- 
ments received in cash or property exceed 
thirty per cent of the selling price. In such 
cases, in determining profit or loss from the 
transaction in the year of sale, obligations of 
the purchaser received by the vendor are 
to be considered as the equivalent of cash 
to the amount of their fair market value. If 
the obligations received by the vendor 
have no fair market value, the payments 
in cash or other property having a fair 
market value are applied against and re- 
duce the basis of the property sold and, 
if in excess of such basis, are taxable to the 
extent of the excess. Gain or loss is realized 
when the obligations are disposed of or 
realized, the amount being the difference 
between the reduced basis and the amount 
realized. 


Other accounting methods which may 
provide tax savings are the long-term con- 
tracts method and the setting up of inven- 





148 Regulations 111, Section 29.44-2. 
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tories under the last-in, first-out method. 
Another method for use in determining the 
time for reporting is contained in Section 
117(k). A taxpayer who owns timber or has 
the right to cut timber may elect to con- 
sider the cutting of timber as a sale or ex- 
change, gain or loss to be determined by 
the difference between the cost and the fair 
market value of the timber. If this election 
is not made, gain or loss will be realized 
in the year in which the actual sale or ex- 
change of the timber is made. 


Assignment of Income 


The assignment of income for the purpose 
of getting into a lower income tax bracket 
has played an important role in the decisions 
of our courts. The basic rule is that the 
mere assignment of the right to receive in- 
come does not relieve the assignor from 
income tax liability. The expression fre- 
quently used by the Supreme Court is that 
the fruits must be attributed to the tree on 
which they grow. 


Gifts 


The question of assignment of income has 
lost its importance somewhat since the en- 
actment of the Revenue Act of 1948 which 
allows the splitting of income between hus- 
band and wife, but the problem has remained 
alive in the case of (a) gifts of income- 
producing property to other members of the 
family, (b) family partnerships and (c) 
transfers of income-producing property to 
trusts. 


In the case of gifts to family members, 
the gist of the court decisions appears to 
be that a gift will be recognized and the 
income arising from the donated property 
will be taxed to the donee if (1) title, domin- 
ion and control are relinquished by the donor, 
(2) actual delivery of the property is made 
to the donee (in the case of stocks, by trans- 
fer on the books of the corporation or in 
the case of real estate, by delivery and re- 
cording of a deed) and (3) no strings are 
attached which would interfere with the 


possession or enjoyment of the property by 
the donee. 


It has been held that a gift remains valid 
for income tax purposes where a father 
makes a gift to an infant child and exercises 


% Iucas v. Earl, 2 ustc { 496, 281 U. S. 111 
(1930); Burnet v. Leininger, 3 ustc 7909, 285 
U. S. 136 (1932); Helvering v. Horst, 40-2 ustc 
{ 9787, 311 U. S. 112. ; 

" Frank, CCH Dec. 8002, 27 BTA 1158 (1933). 

8 Edson v. Lucas, 1930 CCH Standard Federal 
Tax Reports { 9284, 40 F. (2d) 398 (CCA-8). 
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control over the property as legal guardian 
for the benefit of the child.“ It has also 
been held that the imposition of conditions 
which do not interfere with the vesting of 
title in the donee—for example, the condi- 
tion that the principal of the property shall 
remain intact—does not invalidate the gift 
for income tax purposes.” 


Family Partnerships 


The problem of family partnerships has 
been the subject of many decisions of the 
lower courts and of three well-known Su- 
preme Court decisions.” To be recognized, 
a family partnership must fulfill the follow- 
ing requirements: 

(1) Each partner must contribute capital 
or services. It is not necessary that the 
capital originate with the partner; it can be 
donated by another partner. 


(2) If no capital is invested, the services 
must be more than minor, occasional or 
routine clerical work. 


(3) A partnership agreement, express or 
implied, must have been entered into. 


(4) Above all, it must be proved that the 
parties intended to conduct the business to- 
gether as partners. The latest decision (the 
Culbertson case) has put the main emphasis 
on this intention of the parties. 

The best evidence that the partnership, 
for income tax purposes, is real is the actual 
control of the partnership income. The bur- 
den of proof rests upon the taxpayer. 


Transfers in Trust 


The income from property transferred to 
a trust is taxable to the trust, not to the 
settlor, unless there exists one of the fol- 
lowing conditions: 

(1) The trust is revocable. 


(2) The income of the trust may be used 
for the benefit of the settlor. Sections 166 
and 167 provide in such cases that the trust 
income is to be added to the income of the 
grantor. 


(3) The trust income is to be used for the 
discharge of the grantor’s legal obligations.” 


Even if the trust is irrevocable and the 
income may not be used for the benefit of 
the grantor, the grantor may still be taxable 
on the trust income under the decision of 


2 Commissioner v. Tower, 46-1 ustc { 9189, 
327 U. S. 280; Lusthaus v. Commissioner, 46-1 
ustc § 9190, 327 U. S. 293; Commissioner v. 
Culbertson, 49-1 ustc { 9323, 337 U. S. 733. 

2 Douglas v. Willcuts, 36-1 ustc { 9002, 296 
U.S. i. 
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Helvering v. Clifford™ and the so-called 
Clifford regulation™ if the corpus of the 
trust or the income therefrom may return 
after a relatively short term of years, if the 
grantor may change the beneficial enjoy- 
ment of the corpus or income or if the grant- 
or retains administrative control which is 
exercisable primarily for his own benefit. 


Undoutedly, tax savings may be accom- 
plished by the mentioned methods of split- 
ting income, but an exact knowledge of the 
numerous decisions and rulings is necessary 
to obtain the desired result. 


Income from Corporate Stock 


The potential tax savings in connection 
with the acquisition, holding and disposition 
of.stock of corporations, especially of closely 
held corporations, have their source in the 
following three principles of our tax law: 

(1) The double taxation of corporate in- 
come; 


(2) The privileged taxation for capital 
gains; 

(3) The possibility of postponing the tax- 
ation of capital gains through the medium 
of tax-free exchanges. 


Interest v. Dividends 


The organization of a corporation offers 
the possibility of tax savings when the choice 
is to be made between issuing stock or is- 
suing bonds, the interest on which is ordi- 
narily deductible by the corporation. The 
deduction for interest is not allowed and the 
interest paid is regarded as a dividend if 
the court finds that the amount paid to the 
corporation is a loan in form but a capital 
contribution in substance. The courts have 
based their decisions distinguishing divi- 
dends and interest on the intention of the 
parties, the right to sue the corporation, 
the maturity date, the question whether the 
bondholder is entitled to share in the profits 
or whether he subordinates his claim to 
other creditors and the business-purpose 
test, which is gaining in importance in many 
sections of our law. 


Double Taxation 


The attempt to avoid the double taxation 
of corporate income has been the object of 
two well-known Supreme Court decisions.” 
When the stockholders of a closely held 
corporaton intend to sell the corporate prop- 


21 40-1 ustrc J 9265, 309 U. S. 331. 
™ Regulations 111, Section 29.22(a)-21. 


erty which has increased in value, the sim- 
plest way is, naturally, to sell the stock, 
The stockholders then will have to pay a 
capital gain tax on the difference between 
the cost of the stock and the realized sales 
price. But the prospective buyer will often 
not agree with this procedure, since it in- 
volves the risk of undisclosed corporate 
liabilities and does not always allow a 
stepped-up basis for the assets purchased. 
If the corporation sells the property, it real- 
izes a taxable capital gain. This gain will be 
taxed a second time in the hands of the stock- 
holders, as ordinary income, if it is paid out 
in the form of dividends, or as a capital gain, 
if the corporation is liquidated. In both 
Supreme Court cases the stockholders used 
the device of liquidating the corporation 
and distributing the property to the stock- 
holders as a liquidating dividend in kind. 
They reported a capital gain in the amount 
of the difference between the cost of their 
stock and the fair market value of the prop- 
erty received. The fair market value was 
the amount offered by the prospective pur- 
chasers. The stockholders then conveyed 
the property to the purchasers and reported 
no gain on the sale. 


In the Court Holding case the decision was 
against the taxpayer; in the Cumberland 
Public Service case it was for the taxpayer. 
The difference between the two cases was in 
the behavior of the parties. In the Court 
Holding case the corporation itself had nego- 
tiated for the sale of its assets and had 
reached an oral agreement before liquidating. 
In the Cumberland Public Service case the 
corporation had rejected the offer, and the 
stockholders then liquidated the corporation 
and sold the property to the same buyer. 
The Court found for the taxpayer, although 
it came to the conclusion that a major mo- 
tive of the shareholders was to reduce taxes, 
In this connection it may be pointed out that 
in spite of numerous attempts of the Treas- 
ury Department to hold otherwise, the pay- 
ment of a dividend in property which has 
appreciated in value does not subject the 
corporation to a tax if the dividend resolu- 
tion is worded carefully enough to not make 
it a cash dividend which is satisfied by the 
transfer of property. 


Liquidation of Corporation 


The liquidation of any corporation which 
has accumulated an earned surplus would 
constitute a tax saving for the stockholders, 
the amount distributed being considered as 


23 Commissioner v, Court Holding Company, 
45-1 ustc 79215, 324 U. S. 331; Cumberland 
Public Service Company, footnote 3. 
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payment in exchange for the stock and the 
resulting gain, a capital gain. However, the 
provisions of Section 115(g) must be borne 
inmind. This provision treats amounts dis- 
tributed in liquidation of a corporation as 
ordinary dividends if the cancellation and re- 
demption of the stock are essentially equiva- 
lent to the distribution of a taxable dividend. 
It is difficult to find, in the many decisions 
dealing with this provision, a uniform test 
of what makes a liquidation essentially equiva- 
lent to a taxable distribution of dividends. 


In general it can be said that partial liqui- 
dations will be scrutinized with more sus- 
picion than total liquidations, especially if 
the partial redemption of the stock is ef- 
fected pro rata among all the stockholders. 
In the case of total liquidation, the distribu- 
tion of a taxable dividend will be assumed 
when there are large undistributed profits or 
the capital stock is represented by earnings 
which have been capitalized through the 
issue of stock dividends. A concept similar 
to the provisions of Section 115(g) has 
found its place in Section 117(m) dealing 
with “collapsible corporations.” This pro- 
vision was introduced by the Revenue Act 
of 1950 and excludes the benefits of the capi- 
tal gain provisions from the sale or exchange 
of stock—in liquidation or otherwise—of a 
corporation which is formed by the stock- 
holders with the intention of disposing of 
the stock before the corporation has real- 
ized any net income from its corporate 
activity. The same act has excluded the 
application of Section 115(g) in cases where 
corporations are totally or partially liqui- 
dated for the purpose of paying estate taxes. 


Corporate Reorganizations 


When a closely held corporation has ac- 
cumulated a large surplus or holds property 
which has increased in value, the stock- 
holders may desire to acquire the property 
or cash without liquidating the corporation. 
Such a distribution would be taxed as an 


ordinary dividend. Attempts have been 
made to convert the dividend into a capital 
gain through the device of a tax-free reor- 
ganization. Three well-known Supreme 
Court cases have dealt with such attempts, 
but the Court has denied to the taxpayer 
the benefits of the reorganization provisions.™ 


In the case of Gregory v. Helvering, the 
sole stockholder of a corporation intended 
to sell certain securities which were owned 
by the corporation. She organized a new 


* Footnote 2; Bazley v. Commissioner and 


Adams v, Commissioner, 47-1 ustc {| 9288, 331 
U.S. 737. 
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Tax Institute, Inc., national financial re- 
search organization, has moved its head- 
quarters from New York City to Princeton, 
New Jersey. The institute is under the 
directorship of Miss Mabel L. Walker. 


corporation to which the securities were 
transferred and which in turn issued all of 
its stock to her. The new corporation was 
immediately liquidated and its assets, the 
securities, were distributed to the petitioner 
who sold the securities and reported a capi- 
tal gain. The Commissioner considered the 
amount realized by the taxpayer as an ordi- 
nary dividend paid by the corporation to 
which the securities originally belonged. He 
was sustained by the Supreme Court. 

In the Bazley and Adams cases, the corpo- 
rations had a large earned surplus and went 
through a recapitalization by cancelling the 
old shares and issuing in part new shares of 
a lower value and in part debenture bonds, 
callable at any time. The Commissioner 
taxed the debenture bonds as ordinary divi- 


- dends and was upheld by the Court. 


In all three cases the Court determined 
that a reorganization, to be tax free, must 
have an underlying business purpose. 
Whether there is a business purpose will de- 
pend upon the circumstances of the case. 
The Regulations (Section 29.112(g)-2) say 
that the reorganization “must be undertaken 
for reasons germane to the continuance of 
the business of acorporation.” It is possible 
that the taxpayer in the Gregory case might 
have succeeded if she had not liquidated 
the new corporation immediately but had 
allowed it to continue and do business for 
some time. 


‘Wash Sales 


The wash-sale provisions of the law con- 
tain some tax-saving possibilities. No loss 
may be deducted if securities are sold at a 
loss and the taxpayer acquires substantially 
identical securities within thirty days before 
or thirty days after the sale. However, a 
profit realized on such a wash sale is taxable. 
If a taxpayer has a capital loss carry-over 
from prior years which he cannot use be- 
cause He has no capital gains to offset the 
carry-over and which he may lose because 
of the five-year limitation on capital loss 
carry-overs, he can sell any security which 
has increased in value, offset the gain against 





the loss carried over and repurchase the 
same security for which he gets a higher 
basis without paying a tax. 


Notwithstanding the wash-sale provisions, 
the taxpayer can create a tax loss by switch- 
ing from one bond issue to another if the 
obligor has issued different series of bonds 
which cannot be considered as being sub- 
stantially identical. A treasury ruling (I. T. 
2672, XII-2 CB 72) holds that bond issues 
are not substantially identical if they have 
different issue dates, maturity dates and in- 
terest-payment dates. In this connection 
it may be mentioned that the device of creat- 
ing tax losses through short sales has been 
essentially eliminated by the Revenue Act of 
1950 and the new provision of Section 117(1). 


Subsidiary Partnerships 


A way of avoiding the double taxation of 
corporate income has been successfully at- 
tempted by the division of the business of a 
closely held corporation into separate func- 
tions or departments, some of which are 
operated by one or more partnerships com- 
posed of the stockholders. The Commis- 
sioner has attempted to apply Section 45 to 
these situations and to include the income of 
the partnership in the income of the corpo- 
ration. In two leading cases* the Tax 
Court decided against the Commissioner 
and allowed such a division. 


In the Seminole Flavor Company case the 
partnership was organized for the perform- 
ance of certain advertising, merchandising 
and supervisory services. In the Buffalo 
Meter Company case a foundry was retained 
by the corporation and the manufacturing 
and selling were transferred to the partner- 
ship. The court argued that the stock- 
holders could have transferred all functions 
of the corporation to the partnership and 
that there was an actual and natural division 
of functions between the corporation and 
the partnership. The partnership paid a fair 
rental for the space occupied and facilities 
used, paid the market price for the output 
of the corporation, had its own employees 
and kept separate books and bank account. 
If, on the other hand, the partnership is 
only a form without substance, a “sham,” 
the partnership will be disregarded for tax 
purposes and all of the income taxed to the 
corporation.” 

A word of caution must be added in those 
cases where the parties choose the form of 
a limited partnership. The tax authorities 
may. treat such a partnership as an associ- 

2 Seminole Flavor Company, CCH Dec. 14,511, 
4 TC 1215 (1945); Buffalo Meter Company, CCH 
Dec. 16,214, 10 TC 83 (1948). 
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ation which is taxable as a corporation (Sec- 
tion 3797), especially if the management is 
centralized and the enterprise continues with- 
out interruption on the death of a member. 


Accrual of Real Estate Taxes 


Potential tax-savings situations may be 
mentioned in connection with real estate. 
In the Supreme Court decision in Magruder 
v. Supplee™ it was held that a property tax 
assumed and paid by the purchaser of the 
property cannot be deducted by the pur- 
chaser if the tax was a lien against the prop- 
erty or if the seller was personally liable 
for the tax. Such tax payment is considered 
as an additional purchase price. In the 
preparation of a sales contract, care must 
therefore be exercised to preserve the de- 
ductibility of unpaid property taxes. 


Involuntary Conversions 


Insurance proceeds and condemnation 
awards received for property destroyed or 
condemned constitute taxable gains in the 
amount by which such proceeds or awards 
exceed the basis of the property. The tax 
can be avoided by expending the money re- 
ceived to acquire similar property or by plac- 
ing the money ina replacement fund. In the 
latter case, special application must be made 
to the Commissioner. 


Personal Exemptions 
and Credit for Dependents 


A few remarks may be made in regard to 
tax-savings schemes, sometimes recommended 
in the newspapers, which are derived not 
from the application of the tax law but from 
certain ways of arranging one’s life and 
economy. Thus it has been recommended to 
men. who intend to marry that they do so at 
the end of the year, not at the beginning of 
the following year, because in this way the 
exemption for the spouse and the right to 
file a joint return will be available for the 
year of marriage, a decided tax saving for 
the penalty of only one additional day of 
married life. 

Advice has been given to call a halt to the 
earnings of a child who earns around $500 
per year before the $500 figure is reached to 
preserve the parent’s exemption for the 
child. Also, if two persons support a close 
relative, it has been suggested that one pro- 
vide more than half and the other less than 
half of the support, otherwise the exemption 
is lost for both. [The End] 


2% Twin Oaks Company, CCH Dec. 16,887(M), 
8 TCM 280 (1949). 
21 42-2 ustc J 9498, 316 U. S. 394. 
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TAX PROBLEMS INVOLVED IN THE 


Purchase and Sale of a Business 


By LESLIE MILLS 


A CERTIFIED PUBLIC ACCOUNTANT, MR. MILLS IS A MEM- 
BER OF THE FIRM OF PRICE WATERHOUSE & CO. HE 
IS A MEMBER OF THE COMMITTEE ON FEDERAL TAXA- 
TION OF THE AMERICAN INSTITUTE OF ACCOUNTANTS 


T HE VARIETIES of form, ownership 
and manner of doing business are so 
numerous that few problems are as com- 
plex or offer as many alternatives as to tax 
result as the purchase or sale of a business 
unit. On the other hand, it is seldom that 
such rich tax rewards are offered to the 
parties for careful planning, and seldom are 
the penalties of ignorance or carelessness 
so severe. No other subject of such general 
interest offers a better opportunity for 
service to clients by tax advisers. Advice 
on the tax consequences of a completed 
transaction can be a pretty barren matter, and 
sometimes advice on contemplated transac- 
tions is little better—the advice is likely to 
be an opinion which, no matter how in- 
formed, is subject to judicial settlement, 
and no client likes to buy a tax case. 

However, when your client comes to you 
and says he is thinking of buying a business 
or is thinking of selling his business, you 
have an opportunity to be of really con- 
structive help. Your advice on the tax 
consequences of each step or of each al- 
ternative of the form the deal should take 
can be the controlling factor in the pattern 
of the final transaction or can caus@ aban- 
donment of the whole deal if the costs and 
risks you point out are too great. 


Our present tax structure seems almost 
designed to require the sale of businesses 
built up by individuals or family groups, both 
corporate and noncorporate. It is most diffi- 
cult in these days of high taxes on income to 
build up the capital needed for expanding op- 
erations, and a family enterprise often cannot 
get substantial amounts of permanent equity 
capital short of disposing of control. Thus 
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the success of an enterprise is often the 
driving force for selling out. Furthermore, 
the need for planning for estate taxes at the 
present almost confiscatory level of rates 
motivates many of our most successful 


‘enterprises to sell out completely at the 


peak of success rather than to follow the once 
traditional course of passing on the busi- 
ness to the family or associates. Finally, 
of course, so long as we have the concept 
of double taxation on income of business 
done through the corporate form, coupled 
with the rate advantage granted to capital 
gains as contrasted with ordinary income, 
there is always the temptation to break the 
flow of profits from the corporation to the 
individual so that the second tax on re- 
tained corporate earnings will be at the 
lesser capital gains rate. 


There are always at least two parties to 
a purchase-sale transaction, and generally 
we, as tax advisers, represent only one of 
them. Thus we find that in many of the 
problems there are conflicting interests, and 
one course which would be advantageous 
to one party does not suit the other. While 
we must seek the maximum advantage to 
our client, we must study and understand 
the wishes and interests of the other party, 
and we must assume that he knows what he is 
doing. Furthermore, since I hope that we 
get into the problem before the deal is set, 
we must realize that the tax burden on the 
other party will be a factor in setting the 
price. If you represent a seller, your client 
should be able to get a better price if you 
can show how the prospective deal can be 
worked out at a minimum tax burden to 
the buyer while still achieving your ob- 
jectives for your seller client. 
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Procedure 


Tax advice is not very productive unless 
it is founded on a complete knowledge and 
understanding of all the facts and of the 
objectives and desires of your client and of 
other parties to the transaction, projected 
or consummated. This is particularly so 
in a problem such as that under discussion. 
If you have been associated with your client 
before, perhaps you think you have a rather 
complete knowledge of his affairs, but you 
will find it desirable to have a complete 
discussion with him, raising all the points 
which seem to you pertinent. You should 
also find out as much as possible about the 
history, condition, plans and objectives of 
the other party, particularly if your client 
is the prospective buyer. You should then 
prepare a memorandum on the basic facts 
and objectives to be reviewed and verified 
by your client. Omission of an important 
factor can change the whole complexion of 
a plan, and you must be as sure of your 
grounds as possible, 


Your final report will probably set forth 
a projected plan and one or more alternative 
plans, the decision to be reached after dis- 
cussion of the pros and cons. You must 
therefore be prepared to state the tax costs 
or consequences of each factor on which 
decision must be made or alternative courses 
must be taken. This can be an arduous job 
of tax computation, but if it is not done 
in advance, you may be forced to make 
some important tax decisions or estimates 
under undesirable pressure and you may be 
saddled with the responsibility of delaying 
consummation of the deal. 


You should also give thought to presenta- 
tion of data in your report in a form which 
will be easily grasped by your client. We 
who work with figures sometimes forget that 
some businessmen find visual presentation 
easier to understand than statistical presen- 
tation. Thus, graphs or charts may well be 
the best way to express your advice to the 
client and to show the organization and 
other steps needed to carry out your 
suggestions. 


Finally, as one part of the procedure, all 


balance sheets and statements of assets 
must be translated to a tax’ basis, which 
means not only determining the tax basis 
for recorded assets but also searching for 


1 Williams v. McGowan, 46-1 ustc { 9120, 152 
F. (2d) 570 (CCA-2); Grace Brothers, CCH Dec. 
16,227, 10 TC 158 (1948), aff’d 49-1 ustc { 9181, 
173 F. (2d) 170 (CA-9). 
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and investigating unrecorded assets with a 
remaining tax basis. 


Sale of Proprietorship 


Let us start by considering what seems 
to be the simplest situation—sale of a 
proprietorship—so that we may determine 
what problems are involved and find that 
it is not so simple as it appears on first 
impression. 

Your client, Mr. A, operates an enter- 
prise as an individual and seeks your ad- 
vice on an inquiry for the purchase of his 
entire business. You determine that his 
business assets and liabilities, on a tax basis, 
are as follows: 


Accounts receivable 

Inventory 

Depreciable properties 

Cash surrender value of life 
insurance on proprietor... 


500 


Business liabilities 


Net worth 


The first problem concerns what Mr. A 


-has to sell. Despite some conflict, it seems 


rather well settled that the sale of a pro- 
prietorship business as a unit is, for tax 
purposes, a sale of the individual assets.’ 
Thus, the proposal would effect a purchase 
from Mr. A of his business assets. 


For a proprietorship, there is little point 
to the selling of cash nor to the transferring 
of liabilities which are personal debts of the 
seller (unless the buyer wants to take over 
the business accounts payable for business 
contracts, in which case the liability amount 
is a mere offset). 


The life insurance is so personal in nature 
that it is unlikely that the buyer would 
be interested in this asset. Furthermore, 
sale of a life insurance policy for considera- 
tion removes the tax exemption on proceeds 
payable at death.? Thus the transaction for 
tax purposes is a sale of assets consisting 
of accounts receivable, inventory and de- 
preciable properties. 


Now we must analyze the tax classifica- 
tion to Mr. A. of gain or loss on such assets. 


Gain or loss on the sale of the accounts 
receivable will be capital gain or loss. 


2Code Section 22(b)(2); 
Section 29.22(b) (2)-3. 
3Graham Mill & Elevator 
Thomas, 46-1 vustc { 9118, 
(CCA-5). 


Regulations 111, 


Company v. 
152 F. (2d) 564 
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Thus it will be necessary to age the ac- 
counts to determine the holding period. 
Gain on the sale of the fixed assets will be 
treated as capital gain, while loss will be 
fully deductible. Gain or loss on the sale of 
the inventory will be ordinary gain or loss. 


Thus we are faced immediately with the 
problem of allocating the total purchase 
price to the individual assets. Obviously 
it is better for both parties to have this 
allocation a part of the agreement, since 
the possibility of argument on review is 
thereby lessened. Generally, an allocation 
agreed to by both parties will be accepted, 
in view of their opposing interests.* But to 
the extent that there is an opportunity for 
flexiblity, considerable tax advantage can 
be obtained. The seller will fare better if a 
maximum amount of the total price is 
allocated to fixed assets, gain on which is 
treated as capital gain, and a minimum 
amount to inventory, gain on which is 
ordinary. But the buyer will want to al- 
locate the maximum to inventory or ac- 
counts receivable, since on future sale or 
collection he will recover his cost. Amounts 
allocated to fixed assets are less useful to 
him, since he makes recovery only by de- 
preciation, while, as a subsidiary aspect, the 
more of the fixed asset price he can allocate 
to depreciable property the better for him, 
since the price paid for land is not re- 
coverable at all until sale. 


These are some of the problems if the 
agreed purchase price can fairly be con- 
sidered to be the aggregate fair market 
value of the assets. But suppose the buyer 
is willing to pay considerably more than 
that?) Probably he is buying good will, 
which is a capital asset to the seller and 
ordinarily not amortizable to the buyer. 
This creates an immediate conflict of inter- 
ests, taxwise. Suppose, further, that the 
seller agrees not to compete with the buyer 
for a stated period of time. Taken by itself, 
this part of the transaction would create 
ordinary income to the seller and would 
be amortizable by the buyer over the period 
covered by the covenant. 


However, it is not always possible to 
separate the element of good will from a 
covenant not to compete, since the covenant 
may be for the primary purpose of assuring 
to the buyer the actual beneficial enjoyment 
of the good will. If this be so, the proceeds 


‘Fraser v. Nauts, 1 ustc § 140, 8 F. (2d) 106 
(DC Ohio, 1925). 

5 Michaels, CCH Dec. 16,758, 12 TC 17 (1949); 
Horton, CCH Dec. 17,116, 13 TC 143 (1949). 
See, however, Wyler, CCH Dec. 17,707, 14 TC 
1251 (1950), holding that a certified public ac- 
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must be treated as attributable to good will, 
with tlie attendant divergent tax consequences.® 


One apparently simple way out of some 
of these problems is first to incorporate the 
business and then to sell corporate stock, 
possibly first waiting for the reQuired six- 
month holding period to elapse if a gain 
is in prospect. This would satisfy the form 
of the statute as to capital assets, but having 
in mind the tendency of the courts to weigh 
substance against form, your advice on this 
course should be tempered with a word 
of caution if the incorporation actually is 
a part of an over-all plan to sell the 
individual assets. 


If a financing problem is involved, con- 
sideration may be given to the election of 
the installment method for reporting in- 
come. However, this involves considerable 
risk to the seller, since while payment of 
taxes will be deferred, changes in tax 
rates or the definition of capital gain may 
cause the eventual tax burden to be greater 


than if the entire profit were reported 
currently. 


Sale of Partnership 


When the business to be sold is operated 
as a partnership, new factors are intro- 
duced. The business can be sold by the 
partnership, one or more of the partnership 
assets can be sold, some or all of the assets 
can be distributed to the partners who can 
then dispose of the assets or the partner- 
ship can be incorporated and the stock sold 
by the partners. 

Problems of peculiar difficulty arise in 
partnership sales transactions, particularly 
if some partnership assets were contributed 
by a partner and if a partner’s basis for 
his equity differs from his share of the 
partnership assets. Therefore, special study 
is needed if these factors are present.° 

While a partnership is not a taxpayer, it 
is a separate entity for tax purposes and can 
be a party separate from its partners in 
sale or purchase transactions. Thus the 
partnershrip could sell its business and 
assets, and it could still continue as a 
partnership with assets consisting of the 
proceeds of sale. Profit or loss on the sale 
of the assets would be picked up by the 
partners as income in their respective shares, 
but profit or loss as measured by the basis 


countant realized capital gain on the sale of 
his accounting practice. 

6 See Valentine Brooks, ‘‘The Strange Nature 
of the Partnership Under the income Tax 
Law,’’ Tax Law Review, November, 1949, p. 35. 
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to the partners of their partnership interests 
would not be recognized until dissolution 
of the firm. Adoption of this procedure 
would require consideration of prior com- 
ments on allocation of proceeds, valuation 
of good will, etc. 

On the other hand, the partnership could 
be dissolved and the various partners could 
then sell, to a single purchaser, the assets 
received by them in dissolution. While no 
gain or loss would be realized by the part- 
ners on dissolution of the firm, the basis to 
each partner of the property received would 
be the basis to him of his partnership inter- 
est allocated according to the value of the 
property at the time of distribution.’ The 
sales by each partner would then be treated 
as sales of separate assets.® 

It also seems settled that a partnership 
interest is a separate asset, so that the sale 
of such interest is a single transaction re- 
sulting in capital gain or loss.° The same 
result would obtain if all of the partners 
simultaneously sold their partnership in- 
terests.” 

Thus if a partnership business is to be 
sold, careful analysis of the tax conse- 
quences of the alternatives available and of 
the tax position of the partners individually 
may result in considerable tax benefit. For 
example, if the buyer does not want some 
of the partnership assets, different tax con- 
sequences may flow from (a) prior dis- 
tribution of such assets to the partners and 
then sale of the partnership interests (such 
distribution will not result in recognition of 
gain or loss, but the property will take 
part of the basis for the interest) or (b) 
sale of the partnership interests and later 
disposal of the unwanted assets by the 
buyer to the sellers or to others. As an 
illustration of the extent of analysis needed, 
if the sellers, because of other personal 
transactions, have realized substantial capital 
gains or losses or have ‘unused capital loss 
carry-forwards, an entirely different course 
may be dictated than if the purchase-sale 
proposal be considered in vacuo, 


As with individual proprietorships, con- 
sideration should be given to effecting the 
transaction as an installment sale, although 
the considerable risks of future changes in 
tax rates and statutory concepts of the 
nature of capital gains may make this 
course costly in the long run. 


The buyer of a partnership business, 
either directly from the partnership or by 


™ Regulations 111, Section 29.113(a) (13) (2). 
8 Hatch, CCH Dec. 17,497, 14 TC 251 (1950). 
*G. C. M. 26379, 1950-1 CB 58. 
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purchase of the partnership interests, has 
considerable freedom to plot his course to 
fit his own circumstances. Either type of 
purchase will end the partnership. There- 
fore, the partnership experience and history 
will not be available to the buyer for tax 
purposes, that is, he will not be able to 
utilize the net operating losses of the 
partnership nor will he be able to assume 
the partnership’s base-period experience 
for excess profits tax purposes should 
the buyer continue the business in cor- 
porate form. If this latter point be 
important, consideration should be given to 
incorporating the partnership and then sell- 
ing the stock of the corporation so created. 
Incorporation by the present partners can 
be accomplished without recognition of gain 
or loss to the partners,” and sale of the 
stock will result in capital gain. The hold- 
ing period for the stock will be related to 
the holding period of the partnership in- 
terests.*” Thus the buyer can receive the 
advantages and alternatives discussed below 
which are available to the purchase of a 
corporate business. There is always the 
possibility that such a prior transaction 
would be considered as mere form and that 
the tax consequences would be related to 
the actual agreement of sale of the part- 
nership business or the assets of the firm. 
However, if the record is clear that the 
buyer was willing to buy stock but not 
assets or partnership interests, the trans- 
action would in all likelihood be accepted 
as consummated. 


Sale of Corporate Business 


When the business to be sold is in the 
corporate form, further complications and 
alternatives are present and available. Here, 
more than ever, a complete prior under- 
standing of all of the facts is essential so 
that the buyer will know what he is buying 
and how he can best operate the business 
and fit it to. his own circumstances. Of 
course the factors of concern to the buyer 
will be of interest to the seller because of 
their influence on determination of the 
sales price. 


The alternatives available to the seller 
are as follows: 


(1) Sale of stock of the corporation; 


(2) Sale of assets by the corporation, 
(a) the corporation then being liquidated 
or (b) the corporation continuing as a hold- 


1 Luhrs, CCH Dec. 17,746(M), 9 TCM 537 


(1950). 
11 Code Section 112(b) (5). 
12 Code Section 117(h),(1). 
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ing or investment company or going into 
a new business; 


(3) Liquidation of the corporation fol- 
lowed by sale of some or all of the assets 
by the stockholders; 


(4) Exchange of stock for stock of the 
buying corporation; 

(5) Exchange of assets of the corpora- 
tion for stock of the buyer corporation, the 
seller corporation to be liquidated or con- 
tinued. 


The buyer would fit into these alternatives 
by the purchase of stock or assets: 

(6) By an existing corporation for cash 
or debt obligations; 

(7) By exchange of stock of an existing 
corporation; 

(8) By individuals followed by (a) opera- 
tion as a partnership or proprietor or (b) 
organization of*a new corporation, paying 
in all or part of the assets for stock. 


The following is a partial check list of 
the information, for mutual consideration 
by both parties to the prospective sale, 
which should be developed as to the cor- 
poration whose business is to be sold: 

(1) Amount of accumulated earnings and 
profits; 

(2) Unrecorded liabilities and assets, in- 
cluding unsettled federal, state and local 
tax controversies, and renegotiation and re- 
determination liabilities; 

(3) Accounting methods and commit- 
ments such as inventory and bad debt 
methods, depreciation policies and methods, 


installment sales commitments, certificates 
of necessity; 


(4) Excess profits credits; 


(5) Carry-overs of net operating losses 
and unused excess profits credits; 


(6) Employment contracts and pension 
obligations; 


(7) Nontransferable or cancellable agency, 
franchise, license or royalty contracts; 


(8) Patents, trade-marks, etc., involving 
costly transfers; 


(9) Life insurance on officers and em- 
ployees with corporation as beneficiary; 


(10) Credit status under state unem- 
ployment tax system. 


Your analysis of the above factors will 
point up inconsistent interests between the 
parties beyond those previously considered. 
If the purchase price in prospect is higher 


13 Wier Long Leaf Lumber Company, CCH 
Dec. 16,157, 9 TC 990 (1947). 
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than the cost of the stock because of ap- 
preciation of corporate assets, the seller’s 
interests will usually be best served by sale 
of the stock, which will in effect translate 
this unrealized gain into a capital gain 
with a limited tax. On the other hand, 
the buyer will be at a disadvantage if this 
course be followed, since he will acquire 
a corporation which, to the extent that the 
assets which have an enhanced value are 
subject to depreciation or amortization, has 
a recovery basis for such assets lower than 
the purchase price. If values have declined, 
the reverse will be true, since if the basis 
of the corporate assets exceeds fair market 
values, the seller will be interested in buy- 
ing stock of a corporation with the right to 
high depreciation and amortization write- 
offs, while the seller may find it advan- 
tageous to have the corporation sell the 
assets and thus, depending on their nature, 
secure full or partial recognition of the 
tax loss to the corporation and possibly 
obtain a refund of corporate tax by a loss 
carry-back or carry-back of unused excess 
profits credit. However, this advantage 


~ can be obtained only if the corporation con- 


tinues in existence and in business, because 
there are decisions ruling that a corpora- 
tion in liquidation is not entitled to carry- 
backs of losses and credits” and because 
there is the specific limitation in the Code 
with respect to unused excess profits credits 
of liquidating corporations.* These dif- 
ficulties can be overcome if the corporation 
sells part of its business and continues with 
the residual business or with new activities. 


A further caution is in order if your 
analysis for the seller suggests that the 
best course taxwise is to liquidate the cor- 
poration (thus realizing capital gain or 
loss measured by the basis for the stock) 
and then to sell the assets. If the record is 
clear that this is the only basis on which 
the buyer will go through with the deal 
and negotiations are actually conducted 
between the buyer and the selling stock- 
holders, the transaction will be accepted in 
this form. But if the negotiations are 
actually conducted by or for the selling cor- 
poration and the interim liquidation is ar- 
ranged for the ensuing tax advantages, the 
transaction will be considered for tax pur- 
poses as a sale by the corporation, with a 
double tax on the appreciation of assets, 
first to the corporation and then to the 
stockholders in liquidation. Of course, if 
asset values have declined below tax basis, 
sale by the corporation carn and should be 


14 Code Section 432(e). 





The average car consumes about 8,000 
gallons of gasoline in its lifetime and, at 
present rates, its owner will pay the state 
and federal governments about $525 in 
taxes on that gasoline, according to the 
American Petroleum Industries Committee. 


arranged, so that the corporation will se- 
cure the advantage of the deduction of 
the losses followed by further deduction 
of the capital loss (or reduction of capital 
gain) to the stockholders on liquidation. 


The existence of a substantial balance 
of accumulated earnings and profits is a 
problem to a buyer of corporate stock when 
the price is more than the par or stated 
value of the stock. If the buyer later re- 
ceives distributions from the corporation, 
they will be fully taxable as dividends even 
if the corporation has not accumulated earn- 
ings since the purchase date. The buyer 
will feel that he has merely recovered part 
of his purchase price, but even if the trans- 
action is later “washed out” by sale or 
liquidation of the corporation, the net re- 
sult will be the offset of ordinary income, 
which is fully taxed, by a capital loss, which 
is of limited tax benefit. 


Even if a corporate buyer liquidates or 
merges the purchased corporation, the 
latter’s accumulated earnings and profits 
will pass over to the successor corporation 
as such, with the same tax effect as to 
subsequent distributions. 


A buyer might arrange to acquire corpo- 
rate stock, liquidate the corporation (thus 
realizing capital gain or loss) and then 
immediately pay in the assets to a new 
corporation which would then have a basis 
for the assets of their fair market value. 
Alternatively, a corporate buyer might ar- 
range to have an individual acquire the 
stock, liquidate the corporation and then 
sell or pay in the assets to the ultimate 
corporate buyer. Such maneuverings are 
subject to attack as mere form and may 
be considered as mere acquisition of a sub- 
sidiary, later liquidated (thus iowering the 
basis of assets to that of the stock of the 
original selling corporation). On the other 
hand, if the record shows that the under- 
standing and intent was acquisition of the 
assets and that the intervening transactions 
were merely part of the whole, the tax 
analysis would be that there was a pur- 
chase of assets.” 

1% Koppers Company, CCH Dec. 13,282, 2 TC 
152 (1943); Ashland Oil & Refining Company, 
38-2 ustc { 9580, 99 F. (2d) 588 (CCA-6). 
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The problem of unrecorded and unknown 
liabilities of a corporation whose stock is 
acquired is a matter of investigation, and 
it is for the buyer to decide whether he is 
willing to accept the seller’s representations, 
It may be necessary for the selling stock- 
holders to agree to set aside part of the 
purchase price in escrow to secure the 
buyer against such eventualities or to give 
him adequate covenants of indemnification, 
possibly secured by collateral. An interest- 
ing aspect of such an arrangement is that 
while the initial transaction would result 
in capital gain or loss to the selling stock- 
holders, a later payment on account of 
such a covenant might be fully deductible 
against ordinary income.” 


If the buyer reincorporates the purchased 
business, he will have new elections for the 
various accounting methods, etc., available 
to a new taxpayer entity for tax purposes. 
If he integrates the purchased business 
with his own, he will have to fit these 
methods into those in use by his existing 
organization. Thus if it is desired to con- 
tinue the seller’s corporate organization, 
it is important to determine and to consider 
the effect of the company’s tax practices 
in valuing and identifying inventories and 
in computing deductions for bad debt losses. 
A corporate buyer using the first-in, first- 
out inventory method may have unexpected 
income of substantial amount where a sub- 
sidiary’s inventory is sold to customers if 
it acquires and later liquidates this sub- 
sidiary which was using the last-in, first-out 
method. The depreciation policy and prior 
settlements and arrangements with the in- 
ternal revenue service should be surveyed 
in the light of the buyer’s plans for con- 
tinuing the enterprise. If the seller has 
been granted certificates of necessity on 
part of its plant properties, advance ar- 
rangements must be made for transferring 
the certificates or securing new certificates 
if the properties are to be transferred. Also, 
consideration should be given to the pos- 
sibility of securing such certificates on plant 
properties acquired, since if the properties 
qualify by use, it may be worth while to 
purchase them as such and then apply for 
coverage. 

The matter of excess profits credit of an 
acquired corporation is of particular interest 
at this time. While a full discussion of this 
problem is beyond the scope of this article, 
the presentation of facts should include a 
complete statement and discussion of the 


16 Switlik, CCH Dec. 17,110, 13 TC 121 (1949), 
aff'd 50-2 ustc ] 9446, 184 F. (2d) 299 (CA-3). 
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credit for the current and future years, 
including availability of relief provisions 
and irrevocable elections made by the cor- 
poration in prior tax returns. Study of 
the effect on the credits of both buyer and 
seller corporations of plans for liquidation, 
consolidation or merger, or integration of 
the seller’s business with that of the buyer 
is necessary. A computation of credit* on 
a consolidated basis*should be made. It 
should be noted particularly that relief pro- 
visions available to the seller corporation 
before the purchase may be lost if, after 
the purchase, the controlling corporate 
group fails to qualify under the statutory 
test of total assets. The effect on the ac- 
quiring corporation’s credit by the increase 
in admissible assets resulting from acquisi- 
tion of a subsidiary and of intercompany 
financing qualifying as loans to controlled 
groups are further factors for study. 


A related “asset” which might influence. 
the transaction towards the form of pur- 
chase of stock and continuance of the seller 
corporation is the existence of substantial 
carry-forwards of operating losses and un- 
used excess profits credits. These may have - 
resulted from circumstances no longer 
present, so that their advantage will be 
obtained merely by continuance of the busi- 
ness with new equity owners. On the other 
hand, even if they result from circumstances 
still present (that is, if the purchased busi- 
ness is still on a lower profit level than 
that reflected in its excess profits credit, 
a matter presumably recognized in the 
purchase-sale price), the buyer may be 
able to reap the tax benefit by stimulating 
the business by new management, by de- 
veloping new profitable business or by 
diverting business from other enterprises 
of the buyer. While Section 129 imposes 
limitations on acquisitions of corporations 
primarily for excess profits credit purposes, 
it is unlikely that this section would be 
applied to reorganization and expansion of 
a corporation’s existing and continuing 
business. 


Other problems in the check list above 
in connection with types of assets or obliga- 
tions of the selling company are not of as 
frequent interest as the more general 
matters already covered, but in specific 
cases they may be of great moment. Em- 
ployment contracts, pension plans and the 
like entered into by a corporation may pre- 
sent difficult problems of integration with 
the practices and procedures of a purchaser, 
particularly when the selling corporation is 
a closely knit family type with particularly 
close relations between the management 
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Beginning July 1 employers in the State of 
Vermont will withhold the state’s income 
tax from the wages paid to all employees 
—resident and nonresident. The State 
of Oregon has a similar law. 


and equity owners. It may be necessary 
for the sellers to negotiate settlements of 
these obligations with the employees before 
the sale of stock can be consummated with 
the prospective buyer. This may involve 
considerable difficulty because of resulting 
tax problems to the employees. A related 
problem for both parties beyond the field 
of tax consideration is the existence and 
necessary modification of union contracts 
with employees. 

Sometimes the selling corporation has 
income-producing assets of value which are 
difficult or impossible to transfer, at least 
without negotiation with third parties, and 
obviously a prior understanding of what 
can be done in this regard is essential to 
any meeting of the minds. -Here, again, 
the problem transcends tax considerations, 
as in the case of licenses, agencies, fran- 
chises, etc., not transferable or subject to 
cancellation by the grantor on notice. But 
these factors may dictate continuance of the 
seller’s corporate form regardless of tax 
cost. Furthermore, the cost of the trans- 
fer of numerous patents, trade-marks, trade 
names, etc. (domestic and foreign), may in- 
volve considerable costs in fees, professional 
services and time which must be weighed in 
determining the form of transaction. 

It is easy to overlook the benefits of a 
potential refund of unemployment taxes 
based upon a favorable expense record with 
the state unemployment tax authority. It 
is important to determine whether the un- 
employment benefits of the seller are trans- 
ferable, should the sale of the assets or 
business be desired, and also whether, if 
the seller’s record has been unfavorable, 
there will be an adverse effect on. the 
buyer’s rating under various alternative 
courses of consummating the transaction. 


If the selling corporation has life insur- 
ance on its officers, payable to the cor- 
poration, the sale of the assets may be 
very costly taxwise, since on transfer of 
the insurance eontracts the complete ex- 
emption from tax of proceeds of the insur- 
ance will be lost. This exemption can be 
maintained, of course, by the purchase of 
stock and the continuance of the corpora- 
tion by the buyer. Transfer of the policies 
to other companies without loss of the ex- 
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emption can be effected later by means of 
tax-free reorganizations. 


If the selling corporation is a closely knit 
family type, with stockholders active in the 
business, and the prospective buyer is a 
larger corporation of known stability, sev- 
eral additional opportunities for construc- 
tive tax planning may be available. The 
buyer may be willing (and indeed anxious 
because of the advantage of conserving 
cash) to acquire the business or the seller’s 
stock by the issuance of securities which 
would give the seller a continuing interest 
(albeit minority and by investment only) 
im the business in the future. Furthermore, 
in such cases it is likely that there is a 
close relationship between the seller cor- 
poration and its stockholders, and the buyer 
may be willing or anxious to engage the 
selling stockholders as employees on a 
full-time or consulting basis. While such 
payments would be fully taxable to the em- 
ployees, the tax burden would be spread out 
over future years, and the buyer would be 
able to deduct the payments, provided they 
were reasonable. If all the bona fides were 
present, the selling stockholders might se- 
cure considerable long-term advantages by 
entering, as employees, into pension or 
retirement systems set up by the buyer 
corporation. 


Even if it is not practicable for the selling 
stockholders to become employees of the 
buyer, it may be possible to postpone real- 
ization of part of the profit without losing 
its classification as capital gain. For ex- 
ample, if the purchase-sale price is a sum 
certain, plus an undetermined amount to 
be measured by future events such as profits 
or sales volume, future collections would 
be taxed as capital gains as received. Such 
payments would not be deductible by the 
buyer in a stock sale, since they would 
represent part of the cost of the stock. 


RECIPROCAL SUITS FOR 


This year, six more states—Arkansas, 
Indiana, Kansas, Michigan, New Hamp- 
shire and Washington—passed reciprocal 
tax collection laws. Such laws have also 
been enacted by these states: Alabama, 
California, Georgia, Kentucky, Louisiana, 
Maine, Maryland, Minnesota, North Caro- 
lina, Oklahoma, Oregon, Tennessee and 
Wisconsin. Missouri, under a general 
statute, entertained the claim of the State 


11 Associated Patentees, Inc., CCH Dec. 14,440, 
4 TC 979 (1945). 
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However, the practicability of such an ar- 
rangement may be strong enough to mould 
the transaction into a purchase and sale of 
assets. In such a case the seller would 
have the same advantage as to capital assets 
and depreciable properties, while the buyer 
would eventually secure deduction through 
depreciation and amortization of future pay- 
ments allocated to wasting assets.” 


Tax Adviser’s Responsibility 


The tax ramifications of a projected sale 
of a business enterprise are as endless as 
the ways of doing business are numerous. 
The owner of the business has, or can 
arrange to have, many things to sell and 
many ways to sell them. The prospective 
buyer can afford to buy in some of the 
forms and not in others. The tax adviser 
is usually asked to apply his knowledge 
and experience to completed transactions, 
He finds himself charged with the responsi- 
bility of projecting into the future, of advis- 
ing on what may be done at reasonable 
tax cost and on what may not be done 
except at a tax cost which would deter 
his client. He must give his advice before 
any commitments are made; in fact his 
work should be done before the meeting-of- 
minds stage is reached. His clients will 
even expect him to be able to forecast the 
trend of future tax legislation and litiga- 
tion which most of us will decline to do. 


What we must do is arm ourselves with 
all the information our experience tells us 
is necessary. We must develop the art of 
presentation of our advice so that it will-be 
of maximum service. It is our clients’ 
responsibility if the deal works out badly 
in the business sense, but it is ours if the 
difficulty comes from an unconsidered cir- 
cumstance in the past. Thus it is a heavy 
responsibility and a major opportunity to 
be of service. [The End] 


COLLECTION OF TAXES 


of Oklahoma for income taxes due from 
a former resident. 


In the absence of such legislation, a 
court of one state has usually refused 
to hear a suit for collection of taxes due 
in another state unless the taxing state has 
first reduced its tax claim to judgment 
in its own courts and has instituted suit 
on that judgment. 
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Dividend Payments 


of a Small Closed Corporation 


By LEO A. DIAMOND 


MR. DIAMOND IS A MEMBER OF THE LAW FIRM OF CHAD- 


OR corporate purposes generally, a divi- 
& dend is a division or setting aside of 
corporate profits for distribution to stock- 
holders. Implicit in that concept is the 
condition that a distribution which impairs 
capital is not really a dividend. There is, 
however, no uniformity in the laws of the 
several states.as to what amounts to an 
impairment of capital. Concepts of impair- 
ment of capital vary, and a distribution 
which may give rise to civil or even crimi- 
nal liability on the part of the directors in 
one jurisdiction may be entirely permissible 
in another. Although uniformity in that 
field is desirable, considerations of local 
public policy cannot be overlooked. 


Many federal income tax consequences 
are, of course, dependent on local property 
patterns. As the federal income tax system 
becomes older, however, it would not be 
surprising if the importance and relevance 
of local property patterns were to diminish 
in the determination of income tax liability. 
Certainly the present trend is in that direc- 
tion. Interestingly enough, beginning with 
the Revenue Act of 1913, the income tax 
concept of a dividend has been suit generis 
and in no way dependent upon local law. 
A payment by a corporation may thus con- 
stitute a dividend for income tax purposes 
whether or not it is so treated for corporate 
purposes or for accounting purposes. The 
judicial decisions which announce and sup- 
port that conclusion are legion, and yet 
there is no dearth of taxpayers who from 
time to time resist its implications. 

The statutory description of a dividend 
for federal income tax purposes is relatively 
simple. For nearly a quarter of a century, 
that is, from 1913 to 1936, a dividend, 
according to the applicable statute, meant 
merely any distribution made by a corpora- 
tion out of its earnings or profits accumu- 
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lated after February 28, 1913, to a person 
or persons having the status of stockholder. 
Beginning, however, with the Revenue Act 
of 1936, a payment could be a dividend even 
if merely made out of earnings and profits 
of the taxable year, irrespective of whether, 
as of the beginning of the taxable year, 
there was a deficit in accumulated earnings 


‘and -profits since February 28, 1913, in ex- 


cess of the earnings of the taxable year. 
The change made in 1936 is another indica- 
tion of the distinctiveness of the tax con- 
cept of a dividend distribution as contrasted 
with corporate requirements generally. What 
constitutes earnings and profits for tax pur- 
poses is outside the scope of this discussion, 
but upon analysis it will be found that even 
the tax concept of earnings and profits may 
vary substantially from that obtaining gen- 
erally under local corporation law. 


To be treated as a dividend for tax pur- 
poses, a distribution must be in some form 
of property. Thus the dividend may consist 
of cash, stock of the distributing corpora- 
tion, stock of another corporation or any 
other property, tangible or intangible. The 
mere performance of services (without ex- 
penditure of money or other property) ren- 
dered to, or for the benefit of, stockholders 
would not, however, be the equivalent of 
the distribution of property, irrespective of 
how valuable such services might be eco- 
nomically. The tax consequences to the dis- 
tributing corporation or to the recipient 
stockholder may well depend upon the form 
of the medium in which the distribution is 
effected. Hence, whereas a corporation 
would realize no gain or loss from the dis- 
tribution of a cash dividend, it might realize 
taxable gain or be entitled to take a loss 
on a distribution in kind. Also, a distribu- 
tion by a corporation in its own stock may 
be taxable to the recipient stockholder and 
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reduce accumulated earnings and profits of 
the corporation or be nontaxable in the 
hands of the shareholder and have no effect 
whatsoever, taxwise, on accumulated earn- 
ings and profits. 


The medium in which a dividend is to be 
paid should be primarily a matter of cor- 
porate financial policy based on all relevant 
factors. Whether a distribution should be 
in the form of cash, stock of the distributing 
corporation or in any other property might 
well be affected by a well-balanced ap- 
praisal of tax costs to the distributing cor- 
poration and to its stockholders. Here, too, 
however, those considerations should not be 
permitted to outweigh otherwise normal 
corporate activities. 


Distribution of earnings and profits is 
always, of course, an important corporate 
event whether the corporation be small or 
large. The timing of a distribution is often 
exclusively governed by tax consequences, 
especially where the threat of unreasonable 
accumulation of surplus is involved. In the 
case of publicly held corporations, corporate 
dividend policy is generally less determined 
by tax consequences than in the case of 
small corporations. In the latter situations 
the stockholders often consider themselves 
owners or partners. Hence, various distor- 
tions and freakish actions often occur be- 
cause tax consequences are given undue 
prominence in determining so-called corpo- 
rate policy. It is not startling, therefore, 
that a not inconsiderable amount of tax 
law found in judicial decisions has resulted 
primarily because of the unnatural use of 
tax aspects in molding “corporate” policy 
which is really stockholder policy. 


No matter how effected, a payment by a 
corporation which takes on for tax purposes 
the indicia of a dividend becomes taxable to 


the stockholder upon receipt. This is so 
even though the stockholder may report in- 
come on the accrual basis. To illustrate, 
a payment which is actually a dividend, 
although denominated interest, will be tax- 
able to a shareholder upon receipt even 
though, if such payment were in fact inter- 
est, it might be taxable to the recipient 
shareholder prior to receipt if such share- 
holder were on the accrual basis. 


In the case of corporations, larger than 
so-called small close or family corporations, 
dividends are generally formally declared. 
To be taxable as a dividend, however, a 
corporate distribution need not be formally 
declared nor need it be one that is made 
pro rata to all shareholders. The existence 
of earnings and profits realized after Feb- 
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ruary 28, 1913, is, however, an indispensable 
requirement. It is in the field of small 
close corporations that practically all of the 
judicial gloss on the statutory definition of 
“dividend” is to be found. That gloss re- 
sults from determinations whether corpora- 
tions may properly deduct expenditures 
which are challenged as dividend distribu- 
tions or from determinations whether stock- 
holders must report as dividends amounts 
which they claim are not income or are 
capital gain. The reason is not far to seek. 


Where a sole stockholder or a few stock- 
holders control the corporate activities of a 
small corporation, it is comparatively simple 
for that corporation to be used in ways not 
available to stockholders of larger corpora- 
tions. One of the more salient ways such 
a small corporation can be used is in the 
distribution of corporate profits without the 
technicalities of formal dividend distribu- 
tions. Some of the more common methods 
used are presently described. 


FORMS OF DISGUISED DIVIDENDS 


Loans 


A debtor does not realize income upon 
the receipt by him of borrowed funds, 
Where, however, the debtor is also a stock- 
holder of the creditor, the debtor-creditor 
relationship may, in fact, disguise the issu- 
ance of a dividend. No one factor is of 
conclusive importance in determining whether 
the debtor-creditor relationship is not bona 
fide in the sense that a distribution of cor- 
porate profits is effected by the transfer of 
money or property to the stockholder. 
Among the more significant factors are the 
intention of the parties concerning repay- 
ment, the absence or presence of a specific 
maturity date of the obligation, the relation- 
ship of the amount of the loan to the stock 
owned by the so-called debtor, the amount 
of the loan in comparison with formal divi- 
dend distributions during the year and the 
absence or presence of the requirement for 
the payment of interest. Most of these 
factors can be analyzed objectively, but as 
to ascertaining the intention of the parties 
concerning repayment, there may be sub- 
stantial difficulty. If a corporation makes 
a loan to its sole stockholder, the real sub- 
jective intention of the stockholder may be 
altogether different from that evidenced in 
formal documents. In such a situation, the 
actual intention of the corporation is often 
elusive. 


If a loan may result in a dividend dis- 
tribution, at what point of time will the 
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distribution be deemed to have been made? 
The answer to that inquiry depends upon 
whether what was made ostensibly as a 
loan was in fact a loan. If the loan was 
really not bona fide, dividend income obvi- 
ously should and is deemed to have arisen 
at the time property i§ transferred to the 
shareholder in the guise of a loan. When 
a bona fide loan is made, clearly no divi- 
dend income can be deemed to have arisen 
prior to some definitive action by the cor- 
poration excusing the stockholder from re- 
payment. Thus, formal cancellation of the 
debt may well result—as of the date of such 
cancellation—in the receipt of dividend in- 
come, Where, however, repayment of a 
bona fide loan is made reasonably impos- 
sible by the financial embarrassment of the 
stockholder-creditor, dividend income is not 
deemed to arise at any time by virtue of the 
writing off of the debt as uncollectible. 


Compensation 


In small corporations, stockholders are, 
of course, frequently employees. To such 
stockholders, as individual taxpayers, it 
makes no difference whether what they re- 
ceive from the corporation is compensation 
or taxable dividends, both forms of income 
being taxed at the same rates applicable to 
ordinary income. To the payor-corporation, 
however, it makes a big difference whether 
the amounts turned over to the stockhold- 
ers are treated as dividends or compensa- 
tion, the latter being deductible, the former 
not. Here, too, as in the case of loans to 
controlling stockholders, dividends can be, 
and often are, disguised in the form of com- 
pensation. Among the typical factors to be 
considered as bearing on the extent of the 
“disguise” are reasonableness of amount for 
services rendered, relationship of that amount 
to the holdings of stock and the extent of 
formal dividend distributions. 


There are certain features of this aspect 
of our problem worthy of special comment. 
Logically, of course, what is formally de- 
nominated as salary may in fact be a divi- 
dend, although, as a practical matter, if the 
amount paid for services rendered i$ reason- 
able, no part thereof is generally treated as 
a dividend. If this were not the case, there 
would be endless and wholly unnecessary 
administrative confusion. If, however, the 
amount paid as salary is unreasonable, the 
portion in excess of a reasonable amount 
may be treated as a dividend, assuming 
always that there are adequate earnings and 
profits. 
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One may ask why it is that the Com- 
missioner contends in many cases that un- 
reasonable salary may constitute, in essence, 
a dividend distribution. Such contention is 
made when the corporation claims a deduc- 
tion from gross income. Whether a portion 
of the salary is a dividend or is “unreason- 
able,” such portion is not deductible by the 
corporation. Apparently, then, in many in- 
stances the so-called dividend argument is, 
in effect, merely used as another means of 
proving unreasonableness, and the unrea- 
sonableness argument may likewise be used 
as another means of showing that a divi- 
dend was really contemplated. 


The claim that unreasonable salary may 
constitute, in essence, a dividend has been 
generally allowed only to the Commissioner 
in cases involving deductions to the payor- 
corporation, May a stockholder-employee 
claim that an amount paid to him ostensibly 
as compensation was in fact intended as a 
dividend distribution? An employee receiv- 
ing so-called ynreasonable compensation is 
nevertheless taxable on the full amount, 
even though the corporate employer may 


’ not be permitted a full deduction. If, how- 


ever, a portion of that payment may be 
deemed to have been intended as a dividend, 
and if there are inadequate earnings and 
profits, such distribution to the stockholder- 
employee might be a return of capital. Thus 
far, however, no stockholder-employee ap- 
pears to have been successful in sustaining 
such a contention. 


Related to the problem of dividend dis- 
tributions through the guise of salaries is 
that of so-called bargain purchases by stock- 
holders. Although generally one is not 
deemed to realize income when he pur- 
chases property at a bargain, that rule is 
subject to exception in the case of a stock- 
holder or an employee who purchases prop- 
erty from his corporation. If the purchaser 
is a stockholder, a dividend may be deemed 
to have been paid to the extent of the bar- 
gain. In the case of the employee, com- 
pensation may be deemed to have been 
realized to the extent of the bargain. In 
the former situation, the Commissioner of 
Internal Revenue has, at least until the pres- 
ent time, taken the position that whether or 
not a dividend distribution is effected through 
a bargain purchase is a question of fact. 
Where, however, the purchaser is an em- 
ployee, the Commissioner takes the position 
(yet to be judicially sustained in toto) that 
in every case compensation will be conclu- 
sively presumed to have been realized to 
the extent of the bargain except insofar as 
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the new restricted stock-option rules, added 
by the Revenue Act of 1950, are applicable. 


Inasmuch as a bargain by a stockholder 
is not conclusively presumed to constitute 
a distribution of a dividend, certain factors 
are important in determining when such a 
purchase does result in a dividend distribu- 
tion. Thus, for example, the intent of the 
parties or at least of the corporation is of 
paramount significance. Also, the extent of 
the bargain should be considered. If the 
bargain is relatively small, it might result 
from an honest difference of opinion as to 
the precise value of the property sold to the 
stockholder. On the other hand, the mere 
smallness of amount should not be neces- 
sarily determinative that no dividend was 
intended. A cash dividend of twenty-five 
cents per share is nevertheless a dividend. 
A dividend of twenty-five cents per share 
could also be distributed through giving the 
stockholder a bargain equal to twenty-five 
cénts per share. Here, smallness of amount 
is of no significance. Yet, the greater the 
bargain, the more likely is the finding of an 
intended dividend distribution. Another fac- 
tor of materiality is the relationship of the 
amount of the bargain to prior or subse- 
quent formal dividend distributions. If there 
are reasonable formal dividend distribu- 
tions, a bargain purchase may well not be 
treated as the means of effecting additional 
dividend distributions. Where, however, there 
are no, or very few, formal dividend distribu- 
tions, the tendency is to treat any bargain pur- 
chase, other than one clearly of a de minimis 
character, as a dividend distribution. 


Beginning with 1950, corporate employees 
may acquire and exercise so-called restricted 
stock options with no income tax conse- 
quences prior to the disposition of the stock 
acquired under such options. It is impor- 
tant to note, however, that if such tax 
treatment is to be applicable, the option 
must not only be a restricted stock option 
but the stock acquired thereby must not be 
disposed of earlier than two years from the 
date of the grant of the option or earlier 
than six months from the date the stock 
was acquired. Stock which may be the 
subject of the option can only be stock of 
the employer or of a parent or subsidiary 
corporation. An employee may also be an 
important and substantial stockholder of 
either the employer or of a parent or sub- 
sidiary corporation. Even though the spe- 
cial restricted-stock-option treatment is not 
applicable in the case of an individual who 
at the time the option is granted owns, 
directly or indirectly, more than ten per 
cent of the total combined voting power of 
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all classes of stock of the employer or of 
its parent or subsidiary corporation, there js 
no limitation on stock ownership as of the 
time the option is exercised or stock sold. 


The question is thus posed as to whether, 
in the case of a,restricted stock option 
granted to a stockholder-employee, a divi- 
dend may be deemed to arise irrespective of 
the new rules governing such options. It 
would appear, however, that because of the 
legislative history, the special rules appli- 
cable to restricted stock options will effec- 
tively block any argument that a dividend 
has been effected through the use of re- 
stricted stock options. Of course, if stock 
acquired by virtue of the exercise of re- 
stricted stock options is disposed of without 
regard to the proscribed two-year and six- 
month periods, the special rules do not 
apply. Hence, it is open to the Commis- 
sioner to argue that a dividend distribution 
should be deemed to have been effected. 
Curiously enough, therefore, the assertion 
of that argument will ultimately depend in 
many cases upon what the stockholder- 
employee himself does with the stock ac- 
quired under the restricted stock option and 
not upon what the corporation does! 


Interest 


Another fertile field of controversy and 
litigation as to when a payment of corpo- 
rate funds constitutes a dividend arises 
when the corporate payor claims deductions 
for so-called interest payments. There ap- 
pears to be no end to the ingenuity or 


attempted ingenuity in the devising of 
documents that are like chameleons: now 
they are stock, now they are debentures, 
depending upon how one looks at them. 
Traditionally, there have been fairly defined 
distinctions made between notes, debentures 
and bonds on the one hand and stock on 
the other. As the tax inducements to claim 
deductions from corporate income have be- 
come greater, these distinctions have almost 
become lost in the many peculiar and vir- 
tually grotesque forms of written under- 
takings which try judicial minds to the 
breaking point in determining the real na- 
ture of such undertakings. Certainly, to the 
extent that the security for repayment of 
amounts claimed to be obligations of the 
corporation becomes more and more atter- 
uated and subordinated to the rights of 
formal creditors, the so-called interest pay- 
ments are really disguised dividend payments. 

In the main, the principal factors to take 
into account in determining whether a pay- 
ment is to be considered to be an interest 
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or dividend payment are the form of the 
obligation, the intent of the parties, the 
financial status of the “obligor” and the re- 
lationship of the amount of formal stock 
to debt. The necessity for resort to analysis 
of the first three factors is not surprising. 
During the past ten years or so, however, 
increasingly greater emphasis has been placed 
on the significance of so-called thin incor- 
porations or thin capitalizations. The Com- 
missioner of Internal Revenue and the courts 
have relied, with not insignificant success, 
on the argument that where the amount of 
formal stock is disproportionately small in 
relation to the amount of alleged indebted- 
ness—and such disproportionateness arises 
from the deliberate design of the corpora- 
tion—much of what is Claimed to be debt 
(whether in the form of promissory notes, 
debentures or hybrid instruments) is really 
to be treated as stock. The Commissioner 
has been successful in such arguments not 
only in disallowing claimed interest deduc- 
tions but also in connection with claimed 
bad-debt losses. The lesson to be learned 
generally is that instruments which are de- 
vised solely or primarily for tax purposes 
and which are bizarre are most likely not 
only to be subjected to severe scrutiny but 
also reduced to ultimate futility. 


Rents and Royalties 


Up until a few years ago, the test of 
reasonableness of amount in determining 
the deductibility of a business expense was 
generally limited to expenses incurred for 
compensation. Recently, however, that test 
appears to have been broadened to include 
other types of expenses. Thus, for example, 
if a corporation leases property from one of 
its stockholders and pays him rent that 
could be deemed unreasonable, a dividend 
may well be considered to have been paid 
him to the extent of the excessive portion. 
While it is true that dealings between cor- 
porations (especially close corporations) and 
their stockholders have always been more 
or less carefully scrutinized, it would seem 
that with the expanding concept of reason- 
ableness, many more lease arrangements 
between corporations and stockholders will 
be examined for hidden dividend distribu- 
tions. What has just been said is, of course, 
equally applicable, for example, to royalty 
arrangements of various types. 


Stock Redemption 


The ever-widening gap or differential be- 
tween the capital gains tax rate and progres- 
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sive surtax rates accentuates the attractiveness 
of disguising dividends through stock re- 
demptions. At present, a stockholder who 
has his stock redeemed or cancelled and 
receives an amount in excess of his tax 
basis for such stock is entitled to claim that 


the excess constitutes capital gain. That 
claim will be successful, however, only if 
he can show that’no part of what he re- 
ceives is in effect a taxable dividend. If, 
after the cancellation or redemption, the 
stockholder does not retain any interest in 
the corporation qua a stockholder, his task 
is simple. If, however, he does retain some 
stock ownership or if he remains a substan- 
tial creditor, he may have considerable diffi- 
culty in disproving a contention that what he 
received in cancellation or redemption of 
his stock was a dividend. 


Although redemptions and cancellations 
of stock of all corporations, large or small, 
are technically subject to scrutiny, it is in 
the close corporations that the redemption 
device has been most commonly used to 
siphon off corporate earnings through the 
capital gains channel. From the decided 


‘cases may be gleaned many notions as to 


when a redemption or cancellation of stock 
will be deemed to have effected a.dividend 
distribution. Principally, one must analyze 
the purposes of the redemption, that is, the 
purposes of the corporation and not the 
tax-saving notions of the _ stockholders. 
Also a relevant factor, in the case of par- 
tial liquidations, concerns whether there has 
been any bona fide contraction of the cor- 
poration business in one form or another. 
Likewise, the corporate history of prior 
dividend distributions is of material signifi- 
cance. In the main, however, important as 
all of these factors are, it is not unwar- 
ranted to state that in the absence of a 
really pressing corporate need or justifi- 
cation for stock redemption, a dividend 
distribution will be deemed to have been ef- 
fected where the recipient of the redemption 
proceeds still retains some substantial inter- 
est in the corporation. In this respect, the 
tide seems to be running in favor of the 
Commissioner. 


A special rule now applies to redemptions 
of stock for the payment of death taxes, 
state and federal, where the redemption 
proceeds have been received on and after 
September 1, 1950. In many a close cor- 
poration, the principal asset of a stock- 
holder is the stock of that corporation. 
Prior to the enactment of the Revenue Act 
of 1950, redemption of such stock by the 
estate of a deceased stockholder was made 
extremely precarious taxwise because of the 
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uncertainty as to whether dividend distribu- 
tions would be deemed _to have been made 
through the redemption. At present, how- 
ever, 
purposes has a value of more than fifty per 
cent of the value of the net estate of the 
deceased stockholder, redemption of the 
stock will not effect a dividend distribution 
to the extent the amount of the redemption 
proceeds is not in excess of all state and 
federal death taxes. Wherever applicable, 
the rule is automatic but, as a practical 
matter, many fiduciaries will have substan- 
tial difficulty in determining whether the 
rule is applicable. In addition to the con- 
dition concerning the value of the stock, the 
redemption distribution must be made no 
later than three years and ninety days from 
the filing of the federal estate tax return. 
Many controversies concerning federal es- 
tate tax liability may last much longer than 
the aforementioned period. In some cases, 
therefore, fiduciaries will be hard pressed 
to decide whether or not to claim lower 
values for stock which may be redeemed. 
Regardless of risks, however, the new rule 
in numerous instances will permit orderly 
redemption of stock without the tax impact 
occasioned by dividend distributions. 


Sale of Stock to Corporation 


or Other Stockholder 


Akin to the problem of stock redemptions 
is that of the sale of stock by one stock- 
holder to the corporation or another stock- 
holder. If the stock is that of a large 
corporation, the prospective seller often 
finds it possible to sell the stock to another 
stockholder without the use by the pur- 
chaser of corporate funds. Where, however, 
the corporation is a small close corporation 
and a stockholder wishes to sell out to the 
remaining stockholder or stockholders, the 
transaction may be such that the prospec- 
tive purchaser will in effect use corporate 
funds on his own behalf. If Stockholder A 
buys out Stockholder B and if A in effect 
has the corporation assume his obligation 
to pay B, it is not surprising that A will 
be deemed to have received a dividend to 
the extent the amount paid by the corpora- 
tion comes out of earnings and profits. 
Where, however, the transaction is strictly 
one between the corporation and the selling 
stockholder, the remaining stockholder will 
not be deemed to have constructively re- 
ceived a dividend distribution. It is need- 
less to point out that in many instances it 
may become quite difficult nevertheless to 
determine who is actually making the pur- 
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if the stock for federal estate tax™ 


chase, that is, when corporate funds are 
used, especially where only one stockholder 
remains after the purchase has been con- 
summated and where prior negotiations in- 
dicate that the corporation was not to be 
a party to the sale. 


Involved here is the relevance of the 
price paid for the stock. Assume that the 
departing stockholder in a close corporation 
receives more for his stock than might be 
reasonably considered to be the fair market 
value of such stock under normal circum- 
stances. Even if the corporation purchases 
that stock, may the remaining stockholders 
be deemed to have received a dividend, to 
the extent of the excess over fair market 
value, on the theory that the corporation 
would not. be assumed to pay more than the 
fair market value and that such excess was 
in fact paid by the remaining stockholders 
through constructive receipt of a dividend 
by the latter stockholders? To date, no 
decision supports such a contention, but the 
last word has not yet been spoken or writ- 
ten in that regard. 


Reorganizations 


Although Congress has seen fit to permit 
tax-free reorganizations as a means of post- 
poning the payment of tax, the current tax 
freight must nevertheless be paid on a dis- 
tribution of a dividend through the use of, 
or in connection with, such reorganizations. 
The tax-free reorganization provisions were 
enacted to facilitate normal corporate changes 
within a corporation itself or in connection 
with the transfer of its business and activi- 
ties to other corporations. Those provisions 
were not, however, designed to make easy 
the distribution of profits for the tax advan- 
tage of shareholders. It is not surprising, 
therefore, that the Commissioner and the 
courts have placed what are, in the main, 
justifiable limitations on the’use of the re- 
organization provisions to effect tax-free ‘ 
dividend distributions. Thus, during the 
past decade, distributions of corporate prof- 
its in tax-free exchanges have been subjected 
to increasingly more intensive analysis by 
the Commissioner. Accordingly, recapital- 
izations cannot now be used with as much 
impunity as in earlier times to distribute 
dividends tax free in the form of bonds or 
debentures. Furthermore, even where the 
tax-free reorganization involves two or more 
corporations, what are essentially distribu- 
tions of profits will retain their character 
irrespective of their disguise. 


If a stock redemption is deemed to have 
effected a dividend distribution, the entire 
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proceeds may be taxed as a dividend. If, 
however, a dividend arises in a reorganiza- 
tion, not more than the gain otherwise tax- 
able may be taxed as a dividend. Whereas, 
therefore, redemption may be costly tax- 
wise, a dividend in a reorganization may 
not be too expensive, depending, of course, 
on the margin of gain. 


DIVIDENDS-PAID CREDITS 


The discussion thus far has been con- 
cerned with the deductibility to the corpo- 
ration and the taxability to the recipient 
stockholder of so-called disguised dividends. 
The remaining portion of this article deals 
briefly with the related problems of per- 
sonal holding companies and the unreason- 
able accumulation of surplus. Many close 
corporations, originally not formed as per- 
sonal holding companies, find themselves to 
be personal holding companies either be- 
cause of stock ownership or because of the 
nature of realized income. The personal 
holding company surtax is avoided to the 
extent taxable dividends are paid. The- 
oretically, any distribution which is treated 
taxwise as a dividend should qualify for the 
dividends-paid credit allowable with respect 
to taxable dividends paid. Little imagina- 
tion, however, is needed for the realization 
that a personal holding company would be 
ill-advised to rely unequivocally on so- 
called disguised dividends as part of its 
dividends-paid credit. There are too many 


opportunities for inconsistent positions to 
be taken by the Commissioner which, if 
sustained, have the effect of treating the 
payment as a dividend for one purpose but 
not for another. In any event, deficiency 
dividends, to qualify for the deficiency-divi- 
dends credit, must be formally declared, 
precluding the effective use of anything but 
formal dividends. ; 


Similarly, in the case of corporations 
which are vulnerable to a charge that sur- 
plus is being unreasonably accumulated, 
wise procedure would be to avoid reliance 
on disguised dividends. Here, too, what 
may be a dividend for one purpose will not 
be for another. In addition, stock dividends 
whose taxability is in doubt should be 
avoided whether or not the corporation is 
a personal holding company. Close corpo- 
rations are presented with many more oppor- 
tunities for the issuance of stock dividends 
concerning which there is doubt as to taxability 
than are larger corporations. That situation 
comes about because in so many instances the 
proportionate interests of stockholders are 


the same before and after the distribution. 


If, therefore, the avoidance of the corporate 
surtax on unreasonable accumulations of 
surplus or the avoidance of the personal 
holding company surtax is of paramount 
importance, the corporation should remove 
all doubt as to the taxability of the stock- 
dividend distribution by changing in some 
way the proportionate interests of the re- 
spective stockholders. [The End] 





HOW TO LIVE ON $300 A YEAR 


Assessed $800 a year for living ex- 
penses, a Wisconsin taxpayer appealed, 
saying that his expenses were no more 
than $300 annually. Since even the 
higher figure would be a welcome change 
for most of us, here’s how he said he 
managed: 


First of all, he stayed single. He runs 
a tavern in a resort area and lives in the 
same building. He has a housekeeper 
to whom he pays $3 a week plus room 
and board. He helps his parents on their 
near-by farm and in return receives milk, 
eggs, meat and poultry. He grows a 
large garden from which vegetables are 
canned or deep frozen. He goes fishing, 
and occasionally bags a deer. 
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The Board of Tax Appeals disagreed. 
The food from his parents’ farm, for 
instance, was income even if he didn’t 
get it in the form of money, and the 
$800 estimate was correct. Apparently 
he wasn’t a very good accountant, the 
Board added, since “his net worth during 
the period in question increased over 
$1800 in excess of the net income re- 
ported.” 


The taxpayer was assessed on living ex- 
penses of $800 a year, which still isn’t bad. 
—Rappold v. Wisconsin Department of 
Taxation, 1 Wisconsin) TAx CASES 
q 200-514, Board of Tax Appeals No. 
1-1075. 
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